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Our next issue will be dated January, 
1951, and we begin a new volume—29. 
It is like a birthday, for this magazine 
will be one year older. While that one 
little minute at midnight on the last 
day of the year brings about a differ- 
ence in dates, and in tax law a difference 
in result, next year’s issues will carry 
articles by many of the same contrib- 
utors who unselfishly shared their re- 
search and knowledge with the thousands 
of other tax men who read this maga- 
mate * *- FF F&F * 8 


We cannot close this volume, how- — 
ever, without expressing our sincere Henry L. Stewart 


ee, See ? ee, Washington Editor 
thanks and appreciation to the tax men tame &. Seine 


who have contributed the many worth- Advisory Editor 


i ie a a —_ George T. Altman 
W hile articles we hav e been privileged Setnene Mnaee 
toprintin 1950. * * * * * * George J. Zahringer 
Circulation Manager 
We begin the new volume with M.S. Hixson 


Samuel Joyce Sherman’s article ana- 
yaag Seton 4. USC UCU OU 
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| HIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. T'o this end it contains 
signed articles on tax subjects of current interest. reports on pending state tax legislation, 
interpretations of tax laws and other tax information, 


The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 


responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 


Subscription price: $6.00 per vear—single copies, 50¢ 
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Acq. and Non-aca. 





Commendation for Commissioner 
Sir: 


“Let us do unto the Commissioner as we 
would have him do unto us.” 


I do not agree with Mr. Baker’s comment 
in re the Giant Auto Parts, Ltd. case, CCH 
Dec. 17,185, 13 TC 307 (“Acq. and Nonacq.,” 
Taxes, November, 1950) that “Notwith- 
standing this section [Section 29.3797-5] of 
the Regulations, the government has con- 
tended that this limited partnership is tax- 
able as a corporation.” 


The Regulations are clear and unambiguous. 
Limited partnerships are classed as partner- 
ships if, as between the general partners, 
there is a relationship such as exists in the 
ordinary partnership. The problem in the 
instant case was the creation by the so- 
called partners of an entity with no resem- 
blance to an ordinary partnership since, 
because of Ohio law, this entity had NO 
general partners. 


It has been my experience that the Com- 
missioner has been very generous to limited 
partnerships. I refer in particular to his 
acquiescence in the use of such partnerships 
in theatrical ventures. 

Davin S. Locan 
CHICAGO, JLLINOIs 


“Cheaper Taxes"’ 
Sir: 


Re: “Cheaper Taxes,” by William L. Raby, 
TAxEs, September, 1950. 


The above-mentioned article was of par- 
ticular interest to me, probably because I 
have been thinking along the same line for 
some time and was very happy to see the 
idea presented in print. 

Obviously, in the short space allowed Mr. 
Raby, he was able to present only a general 
outline of the idea, as such a system imme- 
diately raises a score of problems, all of 
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which I feel certain could be practicably 
resolved. 


One serious problem would be the con- 
troversial items in a tax return, of which 
there are many. Possibly this could be 
handled by the accountant preparing a spe- 
cial statement attached to the return, setting 
forth the treatment given such items and 
citing the authorities. The statute of limi- 
tations on such certified returns could be 
shortened to one year, requiring the Treasury 
Department to act more promptly, somewhat 
similarly to the present ninety-day appli- 
cation for tentative carry-back adjustment, 
excepting that the statute of limitations 
wouldn’t be left open. 


This plan, if properly worked out, would 
certainly save the taxpayer a substantial 
number of tax dollars, both in lower ad- 
ministrative cost and the receipt of tax 
dollars not now being reported. 

RonaLp E, WuitE 
Los ANGELES, CALIFORNIA 


FICHT° 
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Taxes... 
Tax People... 
Things Taxed... 





Tax-Wise 





Meetings of Tax Men 


Wisconsin Society of Certified Public 
Accountants.—The Wisconsin Society of 
Certified Public Accountants will hold its an- 
nual one-day tax clinic December 1 at the 
Elks Club in Milwaukee. Program and reter- 
vation may be obtained from James R. Mac 
Naughton, 735 North Water Street, Milwau- 
kee 2, Wisconsin. 


Practising Law Institute—Changes in tax 
planning effected by the Revenue Act of 
1950 and proposed additional levies on war 
profits will be studied December 2 in an 
all-day forum conducted by the Practising 
Law Institute at the Hotel Statler in New 
York City. In lectures and panel discus- 
sions, twelve tax specialists will explain the 
new laws and prospective legislation ‘and 
their effects on business and financial ar- 
rangements. Thomas N. Tarleau, formerly 
tax legislative counsel, Treasury Depart- 
ment, will be chairman. Government tax 
lawyers will participate in the panel discus- 
sions. The program will deal with the major 
tax planning problems posed by increased 
rates for corporations; revisions in the treat- 
ment of dividend distributions and capital 
gains; limitations on the use of collapsible 
corporations in the real estate, motion pic- 
ture and construction industries; and changes 
affecting estates, gifts and trusts. Particular 
attention will be given to employee stock 
options and the amortization of war plants. 
A substantial part of the afternoon session 
will be devoted to excess profits and other 
tax proposals aimed at war gains. Presiding 
over this part of the program will be Alger 
B. Chapman, formerly New York Commis- 
sioner of Taxation and Finance and presi- 
dent of the State Taxi Commission. 


This will be the sixteenth forum presented 
by the Institute. The registration of $12 
for the day will include luncheon. Details 


Tax-Wise 





can be obtained from Practising Law Insti- 
tute, 57 William Street, New York 5. 


Federal Tax Institute of New England.— 
The Revenue Act of 1950 and Income Tax 
Planning for Trusts will be the topics at 
a forum to be held December 2 at the Statler 
Hotel in Boston by the Federal Tax In- 
stitute of New England. A. James Casner 
of the Harvard Law School will be chair- 
man of the program, and Dean Erwin N. 
Griswold of the Harvard Law School will 
preside over the meeting. On the panel of 
speakers will be Eugene F. Bogan and 
Norman A. Sugarman, of the Office of the 
Chief Counsel, Bureau of Internal Revenue, 
Washington; Richard F. Barrett, Boston; 
Robert D. Price, Worcester; and Stanley 
S. Surrey, Harvard Law School. 


The registration fee of $10 includes 
luncheon. Registration can be placed with 
Federal Tax Institute of New England, 
Room 603, 6 Beacon Street, Boston. 


Southwestern Legal Foundation. — The 
Second Annual Institute on Oil and Gas 
Law and Taxation will be held January 
18-20 by the Southwestern Legal Founda- 
tion at the Southwestern Legal Center in 
Dallas, Texas. The three-day meeting will 
deal with such problems as the analysis of 
a typical oil and gas lease and the problems 
incident to assignments of the various inter- 
ests; property aspects and an analysis of the 
tax problems involved will be discussed. 
Other topics will include tax and operation 
costs of geological and geophysical explora- 
tions and the influence of significant court 
decisions. Information on the forum can be 
obtained from Gordon R. Carpenter, Execu- 
tive Secretary, Southwestern Legal Founda- 
tion, Hillcrest at Daniels, Dallas, Texas. 


Iowa State Bar Association.—The Eleventh 
Annual Tax School of the Iowa State Bar 
Association will be held at the Hotel Fort 
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Des Moines in Des Moines, Iowa, Decem- 
ber 6-9. Inquiries can be addressed to Or- 
ville L. Dykstra, Chairman, Committee on 
Taxation, 702 Hubbell Building, Des Moines, 
Iowa. 


North Carolina Association of Certified 
Public Accountants.—The Eleventh Annual 
Symposium on Accounting and Taxation 
was held November 16-18 at the University 
of North Carolina in Chapel Hill and at 
Duke University in Durham by the North 
Carolina Association of Certified Public Ac- 
countants. Speakers included S. Preston 
Douglas, president of the Association, and 
T. Coleman Andrews, president of the 
American Institute of Accountants. 


Chicago Tax Club.—Arthur R. Kaiser, 
head of the tax department of Sears Roe- 
buck and Company, spoke on the operation 
and organization of a corporate tax depart- 
ment November 15 at a meeting in Chicago 
of the Chicago Tax Club. 


How States Voted on Taxes 


Tax measures and other measures that 
promised tax legislation were on the ballots 
in many of the states in the recent elections. 
The referendums included: (Some returns 
were incomplete and most were unofficial.) 


ADOPTED 
Louisiana.—A constitutional aniendment 
was adopted granting a refund of motor 
fuel taxes on fuel used in airplanes. 


Missouri—A constitutional amendment 
was adopted authorizing school districts 
temporarily to increase their school tax levies. 


Montana.—An initiative measure passed 
providing for the payment of a soldiers’ 
bonus to be financed by an additional cig- 
arette tax of two cents per package. This 
measure will increase the tax on cigarettés 
from two cents to four cents per pack, effec- 
tive upon proclamation by the governor. 

Oregon.—The voters approved the 1949 
measure which provides for an annual state 
property tax to raise additional revenue for 
the basic school support fund. Such levy 
may be outside the limitation imposed by 
the state constitution. The constitutional 
amendment which authorized the state to 
issue bonds for the payment of a soldiers’ 
bonus was approved. The amendment did 
not specify the levy of taxes to finance 
payment. 

South Carolina.—T wo constitutional amend- 
ments repealing the poll tax were passed 
but await the approval of the legislature. 
Payment of the tax was a prerequisite for 
voting in state and municipal elections. 


West Virginia.—A constitutional amend- 
ment was adopted which authorizes the leg- 
islature to issue bonds for the payment of 
a soldiers’ bonus. The bonds are to be fi- 
nanced by levying any of: (1) an additional 
cigarette tax; (2) an additional tax on non- 
intoxicating beer; (3) an additional charge on 
the sale of wine and liquor; (4) an additional 
sales tax; and (5) a graduated income tax. 


DEFEATED 

Arizona.—The voters rejected all the pro- 
posed constitutional amendments and initia- 
tive petitions, including: (1) a proposed 
fifty-per-cent increase in sales tax; (2) an 
increase in the state school tax levies; (3) a 
proposal to legalize and license gambling; 
(4) a proposal authorizing the calling of 
local elections regarding the sale of intoxi- 
cating liquors. 

Arkansas.—Removed from the ballot and 
not even submitted to a vote was a pro- 
posed constitutional amendment which would 
authorize cities and towns to adopt muni- 
cipal home rule charters and which would 
repeal the limitations on municipal tax rates. 

California.—The electorate defeated a pro- 
posed constitutional amendment which would 
have prohibited the state and local taxing 
districts from imposing taxes on tangible 
and intangible personal property. Legalized 
gambling in licensed establishments was also 
rejected. 

Louisiana.—The voters rejected a constitu- 
tional amendment which would authorize 
municipalities to increase the general ad 
valorem tax to twelve mills. 


- Nebraska.—The 1949 legislative act which 
increased the motor vehicle fuel and use fuel 
taxes from five cents to six cents per gallon 
was defeated. The tax will be five cents 
upon proclamation by the governor. Another 
1949 act which increased the registration 
fees for motor vehicles and trucks was also 
defeated. The reduced fees in effect prior 
to the 1949 amendment will become effective 
upon proclamation by the governor. 


Wyoming.— A _ proposed constitutional 
amendment which would have increased the 
maximum property tax levy for cities and 
towns from eight mills to twelve mills was 
rejected. 


Appointments in Tax Division 


Theron L. Caudle, Assistant Attorney 
General, Tax Division, Department of Justice, 
has announced the appointment of two men 
in the Tax Division. They are Turner L. 
Smith, principal assistant to the Assistant 
Attorney General, and Meyer Rothwacks, 
chief of the Criminal Tax Section. 
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Excess Profits Tax ... 


Communist Control Bill 


Washington Tax Talk 





President 


President Truman has asked Congress to 
enact an excess profits tax during the forth- 
coming session to produce four billion dollars 
a year. Ina letter to Chairman Doughton 
(D., N. C.) of the House Ways and Means 
Committee, the President suggested that 
July 1 be the effective date of the new tax. 

“Business volume and prices rose rapidly 
after that date as a result of the decision to 
enlarge our defense program greatly, and 
profits have increased as a consequence,” 
Mr. Truman said. “These profits should 
obviously be taxed as part of a sound pro- 
gram of defense taxation. 

“T realize that there are many variations 
in the form this tax might take. The Sec- 
retary of the Treasury will be glad to dis- 
cuss with the committee the considerations 
involved in choosing among them.” 

On November 15 Secretary Snyder rec- 
ommended a seventy-five per cent excess 
profits tax, to be based on average earnings 
of the years 1946-1949. 


Congress 


Congress is scheduled to reconvene Nov- 
ember 27, unless the President calls it back 
sooner. 

The House Ways and Means Committee 
announced prior to the recent elections that 
hearings on an excess profits tax bill would 
begin on November 15, and that a bill may 
be ready for report to the House by the time 
the two months’ recess is over. 

A number of business groups have ex- 
pressed themselves in favor of “constructive 
corporate defense taxation” and opposed to 
the excess profits tax as “inflationary, dan- 
gerous and destructive.” 

In the van of these groups are the Com- 
mittee for Economic Development and the 
newly formed Business Committee on Emer- 
gency Corporate Taxation. The latter is a 
temporary organization in whose formation 


Washington Tax Talk 


Beardsley Ruml, sponsor of the pay-as-you- 
go tax plan, was active. 

Communist Control Bill—The Internal 
Security Act of 1950—P. L. 831, generally 
called the “Communist Control Bill”—con- 
tains some tax provisions which seem to 
have escaped general notice. The act be- 
came law on September 23 after Congress 
overrode President Truman’s veto. Section 
7 of the act requires the registration of any 
group denominated as a “Communist-action 
organization” or “Communist-front organi- 
zation” and, in the absence of voluntary 
registration, empowers a Board to require 
registration. Tax deductions and exemp- 
tions in connection with such organizations 
are denied by the following language of 
Section 11 of the act: 

“Sec. 11. (a) Notwithstanding any other 
provision of law, no deduction for Federal 
income-tax purposes shall be allowed in the 
case of a contribution to or for the use of 
any organization if at the time of the mak- 
ing of such contributions (1) such organiza- 
tion is registered under section 7, or (2) 
there is in effect a final order of the Board 
requiring such organization to register under 
section 7. 

“(b) No organization shall be entitled to 
exemption from Federal income tax, under 
section 101 of the Internal Revenue Code, 
for any taxable year if at any time during 
such taxable year (1) such organization is 
registered under section 7, or (2) there is 
in effect a final order of the Board requiring 
such organization to register under section 7.” 


Supreme Court 


The Court has granted certiorari in the 
case of Swiren v. Commissioner, in which the 
United States Court of Appeals for the Sev- 
enth Circuit (50-2 ustc J 9410) held, in a two- 
to-one decision, that the gain realized by an 
attorney in the sale of his partnership interest 
was taxable as a capital gain, thus reversing 
the Tax Court (CCH Dec. 17,241(M)), which 
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had held that the gain was taxable as ordi- 
nary income because it represented the tax- 
payer’s interest in uncollected fees. 


The Court has denied certiorari in the 
case of Blackhawk-Perry Corporation v. Com- 
missioner. In that case, the taxpayer had 
used its own cost basis for property acquired 
from a bankrupt transferor in 1935 in deter- 
mining its annual depreciation deduction. 
This procedure was in accordance with a 
Bureau regulation. The regulation was sub- 
sequently declared invalid by a Supreme 
Court decision. The Commissioner then 
required the taxpayer, for 1942 and later 
years, to use the adjusted basis of the bank- 
rupt transferor which, because it was con- 
siderably less than taxpayer’s cost basis, 
was exhausted by the end of 1940 through 
previous depreciation deductions taken by 
the taxpayer from 1935 to 1942. Upon these 
facts, the United States Court of Appeals 
for the Eighth Circuit (at 50-1 ustc { 9325) 
denied the taxpayer’s claimed depreciation 
deductions for the taxable years 1942-1944. 
The taxpayer was not allowed to recompute 
its 1935 to 1942 depreciation using the re- 
vised base even though it failed to receive 
a tax benefit from the deductions taken in 
those years. 


Commissioner 


New Forms 1099 and 1099L.— Form 1099, 
the information return for 1950: for reports 
of payments (other than wage payments 
reported on Form W-2a) of $600 or more, 
has been printed by the government. Also 
printed now is Form 1099L, the information 
return with respect to distributions in liqui- 
dation for 1950. Except for the change in 


year, both forms are the same as those used 
last year. . 


Acquiescence.— The Commissioner has 
announced acquiescence in the following 
decisions of the Tax Court: 


Culbertson v. Commissioner, CCH Dec. 
17,725.—In March of 1943 the taxpayers in 
this case acquired a tourist court at a cost 
of $42,858.55. They sold this property in 
November of 1944 for $70,000 cash and a 
$10,000 second lien note. No payment on 
the note was made in 1944. In their 1944 
returns, the taxpayers stated the gross sales 
price of the tourist court as $70,000, the 
cost basis of which was $42,858.55, and the 
resulting gain, $25,462.33. The $10,000 note 
was not mentioned in the 1944 returns. In 
1945 taxpayers collected the full amount of 
the $10,000 note and reported this as a 
“deferred payment” on the sale of the tour- 


ist court, taxable at long-term capital gain 
rates. The Commissioner contended that 
the sale was a closed transaction in 1944 
and not a deferred payment sale not on the 
installment plan, and that the collection of 
the note resulted in ordinary income and 
not in capital gain. The Tax Court held 
that the fair market value of the note in 
1944, $3,000, could not be included by the 
Commissioner in taxable income for 1945 
since the return for 1944 was not under 
scrutiny. The court also held that the re- 
maining $7,000 constituted ordinary income 
to the taxpayers in 1945. 


Dallmeyer v. Commissioner, CCH Dec. 
17,712.—The Tax Court held in this case 
that notes held by the taxpayer did not 
become worthless during 1943, the year the 
debtor was adjudicated bankrupt. Instead, 
they became worthless in 1944, when the 
referee announced that unsecured creditors 
would receive no payment. 


Nonbusiness Casualty Losses.—A recent 
ruling of the Income Tax Unit (I. T. 4032) 
deals with the amount of loss deductible 
under Code Section 23(e)(3) in the case of 
depreciable nonbusiness property, where 
such loss is partially covered by insurance. 

The amount of such loss which is deduc- 
tible is stated as “the difference between the 
value of the property immediately preceding 
the casualty and its value (including salvage 
value) immediately after the casualty, but 
not in excess of an amount equal to the ad- 
justed basis of the property, reduced by any 
insurance or other compensation received.” 
The ruling gives two examples as illustrations. 


Example 1. Residential property which 
cost $10,000 had a value of $18,000 immedi- 
ately preceding the casualty. Immediately 
after the casualty, such property had no 
value. The amount recovered by way of 
insurance was $7,000. 

Since the cost of the property was only 
$10,000, that figure represents the adjusted 
basis of the property. With the subtraction 
of $7,000 from that $10,000, the loss deduc- 
tible under Code Section 23(e)(3) is $3,000. 


Example 2. An automobile used for non- 
business purposes which cost $3,000 had a 
value of $1,000 immediately preceding the 
casualty. Immediately after the casualty, 
the automobile had a value (including sal- 
vage value) of $100. The amount recovered 
by way of insurance was $700. 

The adjusted basis of the property is 
$900, the result of the subtraction of $100 
from $1,000. The subtraction of the $700 
insurance recovery from the $900 adjusted 
basis leaves $200 as the amount deductible. 
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Books ... 


Manual of Legal Citations 


A Practical Manual of Standard Legal 
Citations. Miles O. Price. Oceana Publica- 
tions, 461 West 18th Street, New York 11, 
New York. 1950. 106 pages. $2. 


The subtitle of this book describes it as 
“Rules, Rationale and Examples of Cita- 
tions to Authority for Lawyers, Law Students, 
Teachers and Research Workers.” The 
author is librarian of the Columbia Uni- 
versity Law Library. He says: “I am 
convinced that the good citation, no matter 
what its form, possesses the following ele- 
ments: an abbreviation of recognizable 
meaning, a date, the notation of the court 
deciding a cited case, if not evident on its 
face, and a parallel citation. Too many ab- 
breviations are meaningless out of their 
context.” 


For twenty years, says the author, he has 
witnessed time-wasting frustration on both 
sides of a law library loan desk, and he feels 
that most citations fail because, in trying to 
save the citer’s time and space (“ten seconds 
of one, a quarter-inch of the other”), they 
omit vital information. 


There is only one standard by which to 
judge whether or not a citation achieves its 
purpose. The purpose is to lead the reader 
to the work cited, and if it does that, with- 
out necessitating recourse to other sources, 
it is a good and successful citation. The 
large area of variation in this field is recog- 
nized. But the author feels that his tabula- 
tions are based on common sense and are 
easily comprehended and remembered. 


Since there is so much variation in the 
form that citations take, it is important to 
know what standards the author used to 
arrive at the rules he lists. He says: “I 
have carefully analyzed the citation practice 
of some three hundred briefs and as many 
opinions, about evenly divided among Fed- 
eral and State courts and Federal adminis- 
trative agencies, and have examined the out- 
put of some forty different law reviews; and 
the resulting analysis is responsible for what 
I hope and believe to be a statement of good 
standard practice. Whatever emphasis there 


Books .. . Articles 


.. Articles 


may be is upon the official briefs submitted 
to Federal courts and agencies. The United 
States Government Printing Office Manual of 
Style (1945) has been the arbiter wherever 
pertinent, and any departures from it have 
been noted. 


“Law review practice, as frequently re- 
ferred to in this manual, for practical pur- 
poses means the rules formulated in the 
pioneer citation manual, A Uniform System 
of Citation, Form of Citation and Abbrevia- 
tions, a joint publication of the law reviews 
of Columbia, Harvard, Pennsylvania and 
Yale, now in its eighth edition. These rules 
are observed by the great majority of 
American law reviews.” 


The contents of the manual are divided as: 
statutory material, case material, foreign 
law, services, treatises, reports, periodicals, 
page citations and numerals, quotations in 
briefs, indexes to briefs, capitalization, ab- 
breviations, typography and an index. The 
need for such a book as this is great; but 
the need for its widespread use is even 
greater. 


ARTICLES 


Banks and the Income Tax... Because 
the banking business enjoys rigid supervi- 
sion, certain items have special treatment 
for income tax purposes. Some of these 
deviations are set forth in this article by a 
Pittsburgh CPA.—Bachrach, “How Banks 
Differ from Ordinary Corporations for In- 
come-Tax Purposes,” Journal of Account- 
ancy, May, 1950. 


The Corporate Piggy-Bank . . . Two at- 
torneys, one a member of the Taxation 
Section of the American Bar Association, 
explore retention of corporation earnings. 
They decide: “Section 102 is too harsh for 
the economic welfare of the country and is 
harsher than necessary for the protection of 
the revenue.” Their article is a three-part 
one. The first part deals primarily with 
the legislative and administrative history 
of the section; the second reviews judicial 
reaction to the section and to its prede- 

(Continued on page 1132) 


1127 











XXXVI 
Helvering v. Horst 


“By their fruits you shall know them” 


Tax Classics e e by Robert S. Holzman 


Adjunct Professor, New York University Graduate School of Business Administration 





N THE SUMMER of 1934,’ no German 

was more loudly acclaimed than the 
storm trooper Wessel, better known by his 
Christian (sic) name of Horst; a people’s 
court was then trying those who had mur- 
dered this plug-ugly in a harlot’s room,’ 
and it was necessary to sing the praises of 
Nazidom’s gangster-laureate.* In the United 
States that very summer another Horst 
might have got equally loud acclaim from 
high-bracketed taxpayers, except that the 
Supreme Court didn’t happen to agree with 
him. 

On August 10, 1934, Paul R. G. Horst 
snipped from his bonds unmatured coupons 
to the value of $25,182.50, which he pre- 
sented to his son, Robert. In his income 
tax return for the year, the son reported 
the coupons, which meanwhile had matured 
and had been paid; his father (who was on 
a cash basis) did not report the interest. 
“That’s not Junior’s income,” declared the 
Commissioner, “for you've still got the 
bonds; to borrow Mr. Holmes’s horticultural 
allusion,‘ you’ve kept the tree, and there- 
fore I’ll have to tax you on the fruit.” 
“Applesauce,” replied Horst in the same vein, 
“the plucking and delivering of the unmatured 
coupons was a completed gift, and I’m not 
responsible for what happened after I made 
the gift.” “In a sense, yes,” the Commis- 
sioner allowed, “but it was a gift of income; 
and this is an income tax. Hence, Mr. 
Horst, your assignment (insofar as it avoided 
tax) was fruitless.” 

On November 25, 1940, Mr. Chief Justice 


Stone delivered the opinion of the Supreme 
Court: ° 


“Admittedly not all economic gain of the 
taxpayer is taxable income. From the be- 
ginning the revenue laws have been inter- 
preted as defining ‘realization’ of income as 
the taxable event rather than the acquisition 
of the right to receive it. And ‘realization’ 
is not deemed to occur until the income is 
paid. But the decisions and regulations have 
consistently recognized that receipt in cash 
or property is not the only characteristic of 
realization of income to a taxpayer on the 
cash receipts basis. Where the taxpayer 
does not receive payment of income in money 
or property realization may occur when the 
last step is taken by which he obtains the 
fruition of the economic gain which has 
already accrued to him... . 


“In the ordinary case the taxpayer who 
acquires the right to receive income is taxed 
when he receives it, regardless of the time 
when his right to receive payment accrued. 
But the rule that income is not taxable until 
realized has never been taken to mean that 
the taxpayer, even on the cash receipts basis, 
who has fully enjoyed the benefit of the 
economic gain recognized by his right to 
receive income, can escape taxation because 
he has not himself received payment of it 
from his obligor. . 


“Although the donor here, by the transfer 
of the coupons, has precluded any possibility 
of his collecting them himself he has never- 
theless, by act, procured payment of the 
interest, as a valuable gift to a member of 
his family. Such a use of his economic 
gain, the right to receive income, to procure 
a Satisfaction which can be obtained only by 
the expenditure of money or property, would 





1 Time, June 25, 1934, p. 20. 

2? Frau Salm’s boarding house. 

*See Erwin Reitmann, Horst Wessel, Leben 
and Sterben (Berlin, Steuben-Verlag, 1933); 
Hans Peter Hermel, Jagdeschwander Horst 
Wessel (Munich, Zentralverlag der N. G. D. 
A. P., Franz Eher Nachf. Gmb., 1938). 
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*See Commissioner v. Tower, 46-1 ustrc J 9189, 
327 U. S. 280; ‘‘Tax Classics,’’ 1949—II, TAXES 
—The Tax Magazine, February, 1949. 

5 40-2 ustc J 9787, 311 U. S. 112. 
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whether the satisfaction is the purchase of 
goods at the corner grocery, the payment of 
his debt there, or such non-material satis- 
factions as may result from the payment of 
a campaign or community chest contribu- 
tion, or a gift to his favorite son. Even 
though he never receives the money he de- 
rives money’s worth from the disposition of 
the coupons which he has used as money or 
money’s worth in the procuring of a satis- 
faction which is procurable only by the ex- 
penditure of money or money’s worth. The 
enjoyment of the economic benefit accruing 
to him by virtue of his acquisition of the 
coupons is realized as completely as it would 
have been if he had collected the interest in 
dollars and expended them for any of the 
purposes named... . : 


“Nor is it perceived that there is any 
adequate basis for distinguishing between 
the gift of interest coupons here and a gift 
of salary or commissions. The owner of a 
negotiable bond and of the investment which 
it represents, if not the lender, stands in 
the place of the lender. When, by the gift 
of the coupons, he has separated his right 
to interest payments from his investment 
and procured the payment of the interest to 
his donee, he has enjoyed the economic 
benefits of the income in the same manner 
and to the same extent as though the trans- 
fer were of earnings and in both cases the 
import of the statute is that the fruit is not 
to be attributed to a different tree from 
that on which it grew.” 


664 LTHOUGH not specifically covered by 

‘\ legislation, the effectiveness of 
{assignment of income] has been consid- 
erably impaired by recent judicial definitions 
of taxable income . . . Helvering v. Horst, 
for example. as 

“|. when the full opinion of the Court 
in the Horst case is examined, a relatively 
new theory, that of ‘economic satisfaction’ 
therein contained, is noted.” * 

“To arrive at its equitable decision, the 
Supreme Court resorted to an advanced con- 
cept of economic and social philosophy 
which justly appraised the benefits enjoyed 
by the owner of the property.” * 


® Charles L. B. Lowndes, ‘‘The Tax Decision 
of the Supreme Court, 1940 Term,’’ 90 Uni- 
versity of Pennsylvania Law Review 3 (Novem- 
ber, 1941). 

7John M. Stoy, ‘Accounting Theory and 
Taxable Income,’’ TAxES—The Tax Magazine, 
May, 1950, p. 443. 

8 Edward N. Polisher, ‘‘Assignment of In- 
come—An Ineffective Attempt to Reduce Income 
Taxes,’"’ 78 Journal of Accountancy 224 (Sep- 
tember, 1944). 
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“Mr. Justice Darling said, many years ago, 
in Scintillae Juris, that to make a gift is the 
essence of selfishness and the most effective 
way of asserting dominion over property; 
that remark, stripped of its cynicism, seems 
to epitomize the views of the Supreme Court 
in the Horst case... .”° 


Any income is covered. A woman gave 
her children building and loan association 
shares shortly before the shares’ maturity; 
accumulated dividends were similarly as- 
signed. Dividends credited to the shares 
prior to the gift were taxed to the donor. 
“. . . aS we construe the meaning of the 
Supreme Court’s opinion in the Horst case, 
it is this: that all the fruit of the tree that 
has grown on the tree at the time of the 
gift and was plucked by the donee in the 
same year as the gift was as effectively 
gathered by the owner of the tree as if he 
had plucked the fruit himself. Also if he 
remains the owner of the tree, he also is 
taxable on the fruit that grows on it, even 
after the date of the assignment. We do not 
interpret the Horst case, however, as hold- 
ing that when a gift is made by the owner 
of not only the fruit but the tree as well, 
that the former owner is taxable on any of 
the fruit that grows on the tree after the 
date of the gift and when he is no longer 
the owner of the tree.” ” 

Similarly, a wife assigned to her husband 
the right to receive dividends on her stock 
that might be declared before the end of 
the year; and she was taxed. “... assigned 
income to accrue in the future, ordinarily 
remains the assignor’s for purposes of taxa- 
tion. ... Indeed, in Helvering v. Horst... 
the line of cleavage was drawn so as to 
include in the grantor’s income property 
which for other purposes the law treated as 
completely separate from its source... .”™ 
A life insurance agent was taxed on renewal 
commissions that he had assigned, since 
“No purpose of the assignments appears 
other than to confer on the assignees the 
power to collect the commissions, which 
they did. ... For the reasons stated in the 
Horst case, we hold that the commissions 
were taxable as income of the assignor in 
the year when paid.”™ An attorney per- 

® Commissioner v, Buck, 41-2 vu 
F. (2d) 775 (CCA-2). See chee Jon Rad 


ling, Scintillae Juris (San Francisco, Sum 
Whitney & Company, 1877). i! 


10 Estate of Bertha May Holmes, CCH Dec. 
12,942, 1 TC 508 (1943). 

1 Hyman v. Nunan, 44-2 ustc § 9387, 143 F. 
(2d) i. (CCA-2). 

2 Helvering v. Eubank, 40-2 ustc {| 9788 
U. S. 122. ce 
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formed services for a corporation, which in 
return agreed to pay him a percentage of 
royalties from patents it owned. The lawyer 
assigned his contract right to a trust, but 
he was taxed on the income, for “It seems 
to us that this transaction comes within the 
rationale of Helvering v. Horst... .”™ An 
author was taxed on book royalties that he 
had assigned to his children. “Here, the 
. . . [author’s] literary property had been 
transmuted into a chose in action—a con- 
tract with his publisher. The assignments 
do not purport to convey any interest in the 
contracts. . . . The principle upon which 
Helvering v. Horst, supra, was decided is 
broad and sweeping and it would require 
an exceptional case to avoid it... . The 
assignments in the present case amount to 
little more than a direction to pay the 
royalties of the assignees.” ™ 


CCRUALS OF INCOME cannot be 

transplanted. A wife lent her husband 
money against a note, but she did nothing 
about collecting the stipulated interest. 
Eight years later she gave the note to her 
children, who collected the interest; but it 
was taxed to her. “The interest here in- 
volved had already been earned by the prin- 
cipal at the date of the gift. The tree had 
borne the fruit, and it had ripened. That 
it had not been plucked, is seen as immate- 
rial. The donor had the satisfaction, during 
the taxable year, of seeing the harvest by 
her children, the objects of her bounty in 
the gift. Under the Horst case, that is such 
economic satisfaction that spells income.” * 


An individual purchased at a substantial 
discount a claim against a corporation, to 
be paid from any moneys the corporation 
obtained from a suit against the govern- 
ment. After judgment, the individual .as- 
signed part of his claim to his wife and 
children; but he was taxed. “. . . in the 
instant case, we do not find that the tree- 
and-fruit metaphor, despite its figurative 
charm, is of great assistance in solving our 
problem. . . . here, as we view the situa- 
tion, with all the dispassionate calm at our 
command, the tree appears, by some subtle 
economic alchemy, to have been virtually 
transmuted into the fruit. ... For years 


13 Littell, CCH Dec. 14,486(M), 4 TCM 363 
(entered April 7, 1945), aff'd 46-1 ustc 1 9232, 
154 F. (2d) 922 (CCA-2). 

4 Lewis v. Rothensies, 44-2 ustc { 9506, 61 
F. Supp. 862 (DC Pa.), aff'd 45-2 usrc { 9348, 
150 F. (2d) 959 (CCA-3). 

% Austin, CCH Dec. 15,055, 6 TC 593 (1946), 
aff'd 47-1 ustc { 9247, 161 F. (2d) 666 (CCA-6). 

16 Doyle v. Commissioner, 45-1 ustc { 9190, 
147 F. (2d) 769 (CCA-4). 


. . - [the individual] does nothing. Then, 
when he is confident that a gain of over 
2,000 per cent is in the offing, or (to put it 
more crudely) when a huge profit is prac- 
tically ‘in the bag’, he assigns .. . three- 
fifths of this to his wife and minor sons, to 
whom he owes both the legal and moral 
duty of support. . . . Certainly, under all 
these circumstances, the question might well 
be asked: does not this whole transaction 
present the stigmata of a deliberate attempt 
at tax evasion?” * 


Even the basis of satisfaction in husband- 
wife relationships may be of tax concern. 
A husband supplied funds for the purchase 
of a factory, title to which was in his wife’s 
name; but the plant manager was to testify: 
“There wasn’t much that she could do. She 
wandered around and talked to a few people 
or fellows; she did not interfere with pro- 
duction.” The Commissioner “contends that 
... [the husband] is taxable on such profits, 
relying on the broad principles enunciated 
by such cases as ... Helvering v. Horst 

. and Higgins v. Smith, 308 U. S. 473”;” 
and the Court agreed.* A husband agreed 
with his wife that the earnings of one of 
his theatres should be hers. But he “could 
not ‘give’ the business in question, which he 
had established, to his wife, any more than 
he could endow her with his skill or at- 
tribute his activities to her.” ” 


The Horst doctrine has shaped partner- 
ship decisions. Thus Mr. Justice Black said 
in the family partnership case: “. . . we 
have held that the dominant purposes of all 
sections of the revenue laws... is ‘the taxa- 
tion of income to those who earn it or other- 
wise create the right to receive it and enjoy 
the benefit of it when paid’, Helvering v. 
Horst. . . . And income earned by one per- 
son is taxable as his, if given to another for 
the donor’s satisfaction. Helvering v. Horst 
....*” “But the application of the Clif- 
ford™-Horst principle does not follow auto- 
matically upon a gift to a member of one’s 
family, followed by its investment in the 
family. partnership,” added Mr. Chief Justice 
Vinson in a liberalization of the family part- 
nership concept.” A partnership was dis- 
solved, the partners agreeing to share the 
profits that might still arise from contin- 


11 Werner, CCH Dec. 15,199, 7 TC 39 (1946). 

18 See ‘‘Tax Classics,” XXV, TaxEs—The Tax 
Magazine, January, 1950. 

19 Allen, CCH Dec. 15,125, 6 TC 899 (1946). 

2 Commissioner v. Tower, cited at footnote 4. 

21 Helvering v. Clifford, 40-1 ustc {1 9265, 309 
U. S. 331; see ‘Tax Classics,’’ 1948—XI, Taxes 
—The Tax Magazine, November, 1948. 

22 Commissioner v. Culbertson, 49-1 ustc {| 9323, 
337 U. S. 733. 
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gency cases. Subsequently one of the ex- 
partners assigned to his wife any equity he 
might have under this arrangement. “Under 
such circumstances we think the gift which 
petitioner made to his wife was one of ‘in- 
come from property of which the donor 
remains the owner, for all substantial and 
practical purposes’... . Cf... . Helvering 
v. Horst... .”* But where a slot machine 
operator caused his business to split its 
profits with one Frankie Costello, who was 
not a partner, the operator was taxed on the 
whole take. “The subsequent division with 
Costello in no wise affected its original taxa- 
bility to . . . [the operator ].” ™ 


N A FAMILY TRUST, the economic 

satisfaction motif is important. A settlor 
placed shares of stock in trust for his chil- 
dren and a sister; he could modify the 
proportion of income to be paid to any bene- 
ficiary, direct distribution to the issue or 
spouse of any beneficiary, or terminate the 
trust. He was taxed on the income, since 
“The power to dispose of income is equiva- 
lent to its ownership. Helvering v. Horst 

.”’* A father created trusts for his chil- 
dren, for their own support; he was the 
trustee. He was taxed on the trust income. 
“In this case the settlor of these trusts by 
its terms could have received its income and 
applied it to the support of his minor chil- 
dren. He did not choose to do so, but left 
it to accumulate for them. He controlled 
the use of the money and had the same non- 
material satisfaction as that of the taxpayer 
in the Horst case.” * 

Nonfamily trusts are not so heavily sus- 
pect, but they may elicit feelings of satisfac- 
tion. A taxpayer set up a trust for the 
benefit of a church. The trustee had little 
discretion, the settlor having reserved rights 
of replacement and the like. It was the 
settlor who was taxed on the trust income. 
“To make financial sacrifice to piety or to 
establish a strong and predominant religion 
often brings a satisfaction of one’s desire 
greater than that gained from similar sacri- 
fice for blood kin. In our opinion, under 
the standard set in the Clifford and Horst 
cases, the income of the so-called present 
trust was taxable to the . . . [settlor].”™ 
A woman created one-year trusts, continu- 
ing from year to year by written extensions, 


under which the trust income was distrib- 
uted by a trustee among specified charities 
and individuals; the corpus was to revert to 
the settlor. The Board of Tax Appeals had 
felt that the grantor should not be taxed 
“because neither the trustee nor the benefi- 
ciaries were members of the settlor’s family 
group,” but the reviewing court found “it 
was in effect but an ‘anticipatory arrange- 
ment’ by which she gave away the income 
to accrue on securities which she continued 
to own through the retention of the rever- 
sion. See Helvering v. Horst... .”* 


“Enjoyment” may even be experienced 
(in this sense) by a body corporate. A bank 
wrote off certain notes. Later a dividend in 
kind was declared, payable in these notes. 
Subsequent collections against the notes 
were taxed to the bank. “. .. by means of 
a dividend in kind, may a corporation avoid 
income taxes by doing exactly what was 
done (without success) in Helvering v. Horst. 
... The payment of dividends to its share- 
holders was the enjoyment of . [the 
bank’s] income. A body corporate can be 
said to enjoy its income in no other way. 
Like the ‘life-rendering pelican’, it feeds 
its shareholders upon dividends. . . . The 
. . . [bank] exercised its power to procure 
payment of its income to another, which 
was ‘the enjoyment and hence the realiza- 
tion’, of its income.” * 


N ASSIGNMENT, to be effective tax- 
wise, must embrace tree and fruit. An 
inventor licensed a corporation to sell cer- 
tain devices on a royalty basis; the license 
contracts he assigned to his wife, without 
ridding himself of tax liability. Said Mr. 
Justice Murphy: “... the Horst case recog- 
nizes that the assignor may realize income 
if he controls the disposition of that which 
he could have received himself and diverts 
payment from himself to the assignee as a 
means of procuring the satisfaction of his 
wants, the receipt of income by the assignee 
merely being the fruition of the assignor’s 
economic gain. ... The... [inventor’s] 
purported assignment to his wife of the 
various license contracts may properly be 
said to have left him with something more 
than a memory. He retained very substan- 
tial interests in the contracts themselves, as 
well as power to control the payment of 
royalties to his wife, thereby satisfying the 





3 Lubets, CCH Dec. 14,794, 5 TC 954 (1945). 


*4* Kastel, CCH Dec, 14,842(M), 4 TCM 1006 


(entered November 6, 1945). 

2% Steckel v. Commissioner, 46-1 ustc { 9213, 
154 F. (2d) 4 (CCA-6). 

*% Whitely v. Commissioner, 41-2 ustc { 9489, 
120 F. (2d) 782 (CCA-3). 


Tax Classics 


27 U. S. v. Anderson, 42-2 ustc { 9786, 132 F. 
(2d) 98 (CCA-6). 

3% Commissioner v. Lamont, 42-1 ustc ] 9442, 
127 F. (2d) 875 (CCA-2). 

22 Commissioner v. First State Bank of Strat- 
ford, 48-2 ustc { 9317, 168 F. (2d) 1004 (CCA-5). 
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various criteria of taxability set forth in the 
Clifford-Horst group of cases.”™ Royalties 
were impounded during litigation as to the 
ownership of leases. During this period, a 
father assigned part of the impounded fund 
to his daughter. “But there was no assign- 
ment of any interest in the lease itself... . 
The ... [father] owned the same income- 
producing property after the assignment as 
before. We think the impounded funds in 
controversy are taxable to [the father]... . 
Helvering v. Horst... .”™ 


If the assignment has a sound business 
purpose, it may be honored. A corporation’s 
treasurer obtained an agency contract, which 
he assigned to his corporation; the corpora- 
tion could not have gotten this agency it- 
self, as it was handling a competitor’s line, 
which seemed about to be tied up in litiga- 
tion. The corporation was taxed, for “The 
instant case is clearly not one of mere as- 
signment of income earned or to be earned 
by the assignor, and there is no attempt to 
‘separate tree and fruit’. See... Helvering 
v. Horst... .”" A contractor assigned a 
construction contract to a corporation that 
his family owned. “The case is not like 
Helvering v. Horst. . . . Here, whether by 
gift or sale, ... [the contractor] on July 
1 disposed of this contract finally and abso- 
lutely, ‘the tree and its fruits’, reserving 


| BOOKS . . . ARTICLES—Continued from page 1127 | 


cessors; and the third discusses suggested 
changes, and the writers make their own 
suggestions as to an appropriate solution.— 
Buck and Shackelford, “Retention of Earn- 
ings by Corporations Under the Income 
Tax Laws,” Virginia Law Review, March, 
April and May, 1950. ‘ 


‘Church and Spiegel Again ... The Tech- 
nical Changes Act of 1949 and the mitiga- 
tion of Church and Spiegel turn up once more. 
The drastic modification of the effect of the 
two decisions has been a popular subject in 
tax writing ever since the passage of the act. 


Examples of seemingly inequitable results 
possible under the new measure point up 
the article. However, the author adds: 
“This recital of some of the peculiar results 
which are possible under the new law is 
not intended to imply that it should be con- 
demned out of hand.”—Pavenstedt, “Con- 


%® Commissioner Vv. Sunnen, 48-1 ustc { 9230, 
333 U. S- 591. 

81 Foster, CCH Dec. 13,425(M), 2 TCM 595 
(entered August 4, 1943). 

3% Paxson v. Commissioner, 44-2 ustc {| 9457, 
144 F. (2d) 772 (CCA-3). 
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nothing to himself. His only benefit is his 
slight stock ownership. . . . We think the 
prosecution of the work after July 1, though 
it had apparently been well organized before, 
was a business, one within the corporation’s 
charter powers, and attended with business 
risks, and that its profits belong to the cor- 
poration.” * But where a father argued that 
he had created a short-term trust for his 
son to demonstrate that the income would 
not impair the son’s ambition, the court 
noted the father’s reversionary interest and 
said: “. .. it seems clear that the ordinary 
income of the trust for the benefit of the 
son is taxable to the... [father], since he 
has equally enjoyed the fruits of his invest- 
ment and obtained the satisfaction of his 
desires whether he collects and uses the in- 
come to procure those satisfactions or 
whether he disposes of his right to collect 
it as a means of procuring them. Helvering 
oe Bes... 2" 


As one grows more prosperous, he may 
seek to divert part of the fruitage elsewhere. 
But if he thinks there is authority for split- 
ting the earner and his earnings, he has 
made a mistake in Scriptural arithmetic; for 
we are admonished to “Be fruitful, and mul- 
tiply,” * not divide. Only the tax-free amoeba 
can do thai. 


gress Deactivates Another Bombshell: The 
Mitigation of Church and Spiegel,” Tax Law 
Review, March, 1950. 


Patentees at the Whim of the Courts? 
... The framers of the Constitution meant 
to protect developers of creative works, 
copyrighted and patented alike, by the lan- 
guage of Article I, Section 8, but at this 
time unequal development of the two types 
of protection requires legislative reform of 
the patent laws—and perhaps more. A pro- 
posed solution to the judicial problem is 
the establishment of a single Court of Pat- 
ent Appeals, with teclinically trained person- 
nel, providing uniformity of judicial approach 
similar to that of the United States Tax 
Court.—Buckles, “Property Rights in Crea- 
tive Works—A Comparison of Coypright 
and Patent Laws,” Journal of the Patent 
Office Society, June, 1950. 


3% Commissioner v. Montgomery, 44-2 ustc 
| 9414, 144 F.. (2d) 313 (CCA-5). 

3% Commissioner v. Wilson, 42-1 ustc { 9244, 
125 F. (2d) 307 (CCA-7). 

% Genesis 1:22. 
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Administrative .ee 


Federal Taxes 


INCOME 


Traveling expenses and tips.—Fucts: The 
taxpayer, a Pullman porter, received tips 
and incurred traveling expenses in the course 
of his employment. The Commissioner de- 
ducted the amount of the tips reported from 
the amount of expenses claimed and disal- 
lowed the balance of the expenses. 


Decision: The expenses were not counter- 
balanced by the tips. There is no logical 
relation between tips received and expenses 
incurred, nor is there any evidence that the 
one will equal and offset the other. Tips are 
variable and expenses fairly constant. Tips 
are income while proper expenses are allow- 
able as deductions. The taxpayer properly 
reported the tips and incurred the expenses 
claimed. — Turner, CCH Dec. 17,905(M) 
(9 TCM 883). 

GIFT 


Settlement executed in 1930: Payment 
made in 1944.—Facts: The taxpayer and his 
estranged wife entered into a settlement 
agreement in 1930. In addition to a finan- 
cial provision to be made for her, the tax- 
payer agreed to increase the corpora of 
three trusts previously created by him for 
their children. The payments necessary to 
bring the trusts to the agreed figures were 
to be made over a fifteen-year period. The 
taxpayer did not comply with the agree- 
ment, and, as a result, an action was begun 
in 1944 in behalf of the children for specific 
performance by the taxpayer. Under a 
compromise, agreed sums were paid by the 
taxpayer to the trusts. 

Decision: These payments were not gifts 
in the year in which they were made but 
were realizations by the trusts on rights 
acquired by them in 1930, a time when 
there was no gift tax law in effect. There- 
fore, the payments were not taxable gifts 


in 1944.—Metcalf, CCH Dec. 17,906(M) (9 
TCM 884). 


Interpretations 


State Taxes 


INTANGIBLES 

Measure of tax in Michigan.—Facts: The 
taxpayer, a Michigan resident, had a right to 
a proportionate part of the net income from 
profit-producing intangibles of a trust estab- 
lished outside of Michigan and controlled by 
trustees in that state. The Michigan intan- 
gibles tax on the taxpayer’s right to this 
income was computed on a proportionate 
part of the gross income from the intan- 
gibles. The taxpayer asserts that the tax 
should have been based on the net not the 
gross income. 


Decision: The tax was correctly compu- 
ted. No lack of uniformity, as prohibited by 
the Michigan Constitution, resulted from 
using gross income as a base in computing 
the tax on plaintiff’s beneficial interest in 
the income-producing intangibles. The tax 
is so computed on intangibles when the 
legal title is held by Michigan residents re- 
gardless of expenses that may be incurred 
incident to such ownership. No valid reason 
appears for not using the same method in com- 
puting the tax when the taxpayer, a Michigan 
resident, has only an equitable interest in the 
profit-producing intangibles—Goodenough et 
al. v. State of Michigan et al., 1 Micu. Tax 
Cases § 200-032 (Mich: Sup. Ct.). 


ESTATE 

Connecticut insurance policy naming no 
beneficiary.—Facts: Because no beneficiary 
was named, the proceeds of an accident 
policy were paid to the decedent’s estate. Are 
the proceeds of the policy.paid to the dece- 
dent’s estate taxable under Connecticut laws? 

Decision: The Connecticut statutes ex- 
empt accident insurance proceeds only when 
they are payable to a named beneficiary. 
The proceeds in this case do not come within 
the scope of this exemption—Tax Com- 
missioner v. Sigmund, CCH INHERITANCE 
EstaTE AND GIFT Tax Reports { 17,262 
(Super. Ct., New London County). 
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Canadian Tax Letter 


New Corporate Tax Rates 


The purpose of the introduction of gradu- 
ated rates of tax on corporations at the com- 
mencement of the 1949 taxation year was 
to provide relief for small businesses. Be- 
cause of a ten per cent dividend credit which 
was introduced at the same time (Sec- 
tion 35), double taxation of the income of 
small corporations might have been virtu- 
ally eliminated. However, by virtue of the 
increase in rates beginning September 1, 
1950, double taxation of the incomes of such 
small corporations was to some extent re- 
stored. Small businesses, though, continue 
to be accorded preferential treatment. 


Pension Plans 


The taxation aspects of pension and 
superannuation plans is the subject of a 
new booklet which has just been released 
by the Department of National Revenue. 
This release replaces Memo. 83 which was 
issued under the Income War Tax Act. 


Income or Capital Receipt 


The taxpayer sold his formula for a 
medicinal preparation to a drug firm for,a 
small initial cash payment, the balance of 
the purchase price to be paid in install- 
ments out of the income from the sale of 
the preparation. The Minister declared these 
installment payments to be income and thus 
taxable. The taxpayer appealed. 


The receipts were deemed to be income. 
Under the terms of the contract between 
the taxpayer and the drug company, the 
taxpayer was to receive a share of the prof- 
its resulting from the sale of the medicinal 
preparation in question. Even if these pay- 
ments were not royalties, they were suffi- 
ciently like royalties to come within the 
coverage of Income War Tax Act Section 
3 (1) (f), since they were dependent upon 
the production and use of the preparation. 
—Mr. R. v. Minister of National Revenue, 
CCH Dominion TAx Cases f 1-110. 
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Effect of Short-Term Lease 
on Depreciation 


The appellant, a concessionaire, erected a 
permanent building on leasehold property 
on which he held a five-year lease. He ap- 
pealed from a ruling by the Minister making 
the term of depreciation twenty rather than 
five years, the term of the lease. 


The appeal was dismissed. Section 6 (1) 
of the Income War Tax Act gives the Min- 
ister discretion with respect to depreciation 
allowances, and the Income Tax Appeal 
Board will not interfere with the exercise 
of this discretion unless there has been an 
error in law. Depreciation is based on the 
life of an asset not the term of a lease, and 
the Minister followed this principle in deter- 
mining the depreciation allowance.—Mr. U. 
v. Minister of National Revenue, CCH Do- 
MINION Tax Cases f 1-105. 


Basis for Depreciation Allowance 


The appellant company bought machinery 
and property from the principal shareholder 
in the company for $160,000. A claim for 
depreciation was made on $154,000 in assets. 
The Minister allowed depreciation only on 
the sum that the shareholder had originally 
paid for them which was $75,000 less than 
the value placed on them by the company. 
Evidence showed that due to excellent busi- 
ness, the working value of the company’s 
assets had increased. 


The appeal was allowed and the matter 
of depreciation was referred back to the 
Minister for reassessment. The Minister 
had based his decision on the fact that the 
vendor was a principal shareholder in the 
company which bought the assets and on the 
amount originally paid by the shareholder. 
In exercising his discretion, the Minister 
should have considered the cost price to the 
appellant company and the actual value of 
the machinery.—Delta Flour Mills, Ltd. v. 
Minister of National Revenue, CCH Cana- 
DIAN TAx Reports { 86-097. 
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e elf the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day @ @ 


ALABAMA 
January 1 
Alcoholic beverage retailer license year 
begins. 
Automobile dealer reports due. 
Trading stamp reports due. 
January 10—— 
Alcoholic beverage reports and tax of 
public service licensees due. 
Alcoholic beverage revorts of wholesalers 
and distributors due. 
Automobile dealer reports due. 
Fire insurance special reports due. 
Tobacco stamp and use tax reports and 
payment due. 
Tobacco wholesaler and jobber reports 
due. 
January 15—— 
Gasoline reports from carriers, warehousers 
and transporters due. 
Lubricating oils reports from carriers, 
warehousers and transporters due. 
Motor carrier mileage tax reports and 
payment due. 

Oil and gas conservation tax reports 
and payment due. 

Oil and gas production tax reports anc 
payment due. : 

Property reports from corporations due 
(last day). 

January 20—— 

Automobile dealer reports due. 

Carbonic acid gas tax reports and pay- 
ment due. 

Coal and iron-ore mining tax reports 
and payment due. 

Diesel fuel tax reports and payment due. 

Gasoline tax reports and payment due. 

Lubricating oils tax reports and payment 
due. 

Motor fuel tax reports and payment due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 

January 30—— 
Forest products severance tax reports 


and payment due. 
Sales tax annual reports due. 


State Tax Calendar 


January 31 
Poll tax due (last day). 


ARIZONA 
January 1 
Motor vehicle registration fee and tax 
due. 
January 5—— 
Alcoholic beverage licensee reports due. 
January 10—— 

Malt, vinous and spirituous liquor whole- 

saler tax reports and payment due. 
January 15—— 

Gross income tax reports and payment 

due. 
January 20—— 

Motor carrier tax reports and payment 
due. 

Use fuel tax reports and payment due. 

January 25—— 

Motor vehicle fuel distributor, whole- 
saler and carrier tax reports and pay- 
ment due. 

January 30—— 
Gross income annual reports due. 


ARKANSAS 
January 10—— 
Alcoholic beverage reports due. 
Motor fuel carrier reports due. 
Natural resources statements of purchases 
due. 
January 15—— 
Compensating (use) tax reports and pay- 
ment due. 
Public utility gross earnings fee first 
installment due. 
January 20—— 
Gross receipts tax reports and payment 
due. 
Use fuel tax reports and payment due. 
January 25—— 
Motor fuel tax reports and payment due. 
Natural resources severance tax reports 
and payment due. 
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January 31 
Motor vehicle registration and fees due. 


CALIFORNIA 
January 1—— 

Carrier permit renewal fee due. 

Distilled spirits tax reports and payment 
from common carriers due. 

Gasoline tax reports and payment due. 

Motor vehicle registration and fees due. 

January 15— 

Alcoholic beverage import reports from 
common carriers due. 

Beer and wine tax reports and payment 
due. 

Distilled spirits tax reports and payment 
due. 

Gross receipts tax reports and payment 
from motor carriers of property for 
hire due. 

Off-sale general liquor licensee quarterly 
reports due (last day). 

Use fuel tax reports and payment due. 

January 20—— 
Gross receipts tax reports and payment 
from motor carriers due. 
January 31—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 


COLORADO 
January 1 
Chain store tax due. 
January 5—— 
Alcoholic beverage manufacturer reports 
due. 
Motor carrier tax due. 


January 10— 
Motor carrier reports due. 
January 14— 
Sales tax reports and payment due. . 
Use tax reports and payment due. 
January 15— 
Coal mine owner reports due. 
Coal tonnage tax reports and payment 
due. 
January 25— 
Diesel fuel tax reports and payment due. 
Gasoline tax reports and payment due. 
January 31 
Coal mine owner annual reports due. 


CONNECTICUT 
January 15—— 
Gasoline use tax reports and payment 
due. 
January 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 











January 25—— 
Gasoline tax reports and payment due. 
January 30—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 


DELAWARE 
January 1 
Railroad tax installment due. 
January 2—— 
Franchise reports due. 
January 15—— 
Alcoholic beverage reports from manu- 
facturers and importers due. 
Gasoline reports from filling stations due. 
January 30—— 
Income tax fourth installment due. 
January 31 
Gasoline tax reports and payment from 
distributors and reports from carriers 
due. 
Income tax withholding reports and pay- 
ment due. 








DISTRICT OF COLUMBIA 
January 1 
Corporation’ and unincorporated business 
annual license fees due. 
Corporation reports due. 
January 10—— 
Alcoholic beverage licensed manufacturer, 
wholesaler and retailer reports due. 
Beer licensed manufacturer and whole- 
saler reports due. 
January 15—— 
Beer tax due. 
January 20—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
January 25—— 


Gasoline tax reports and payment due 





FLORIDA 
January 1 
Auto transportation company tax re- 
ports and payment due. 
Motor vehicle registration renewable. 
Sleeping and parlor car company tax re- 
ports and payment due. 
January 10—— 
Alcoholic beverage manufacturer and 
dealer tax reports and payment due. 
January 15—— 
Alcoholic beverage reports from trans- 
porters and carriers due. 
Gasoline tax reports and payment from 
nondistributors and carriers due. 
Motor vehicle fuel use tax reports and 
payment due. 
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January 20—— 
Admissions tax reports and payment due. 
Rental tax reports and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 
January 25—— 
Gasoline sales tax and storage tax re- 
ports and payment due. 
Oil and gas production tax reports and 
payment due. 


GEORGIA 
January 1 
Corporation license tax reports and pay- 
ment due. 
January 10—— 
Cigar and cigarette wholesale dealer re- 
ports due. 
Distilled spirits wholesale dealer reports 
due. 
Motor carrier reports due. 
January 15— 
Malt beverage tax reports due. 
January 20—— 
Gasoline tax reports and payment due. 


IDAHO 
January 15—— 
Beer dealer, brewer and wholesaler re- 
ports due. 
Cigarette wholesaler drop shipment re- 
ports due. 
Electric power company tax reports and 
payment due. 
Gasoline tax reports and payment due. 
Gross receipts tax quarterly installment 
from motor carriers due. 
January 25—— 
Gasoline dealer tax reports and payment 
due. 
Use fuel tax reports and payment due. 


ILLINOIS 

January 1 

Motor vehicle registration and fees due. 
January 10—— 

Motor carrier mileage tax reports and 

payment due. 

January 15——- 

Alcoholic beverage reports due. 

Cigarette reports due. 


Public utility tax reports and payment 
due. 


Sales tax reports and payment due. 
January 20—— 

Gasoline tax reports and payment due. 
January 30—— 

Gasoline reports from transporters due. 


State Tax Calendar 


INDIANA 
January 1 
Alcoholic vinous beverage tax due. 
Chain store tax due. 
January 10—— 

Cigarette distributor interstate business 
reports due. 

Intangibles (unstamped) tax reports and 
payment due. 

January 15—— 

Alcoholic vinous beverage tax due. 

Cigarette distributor drop shipment re- 
ports due. 

Use fuel tax reports and payment due. 

January 20—— 

Intangibles reports from banks and trust 
companies due. 

Intangibles tax reports and payment from 
building and loan and production credit 
associations due. 

Share tax reports and payment from 
banks and trust companies due. 

January 25—— 

Gasoline tax reports and. payment from 
distributors and carriers due. 

Use fuel tax reports and payment from 
fuel dealers due. 


January 31 
Gross income tax reports and payment 
due. 
Information at source reports due. 
Withholding agent reports of tax with- 
held due. 


IOWA 
January 1 
Motor carrier additional tax due. 
Motor vehicle registration fees due. 
January 10—— 
Beer tax reports and payment from Class 
“A” permittees due. 
Gasoline tax reports and payment from 
carriers due. 
January 20—— 
Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 
January 25—— 
Corporation capital stock reports due. 


KANSAS 
January 10—— 
Malt beverage reports due. 
January 15—— 
Alcoholic liquor manufacturer and dis- 
tributor reports due. 


Compensating tax reports and payment 
due. 
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‘Gasoline and fuel use reports from car- 
riers due. 

Gross ton mileage tax reports and pay- 
ment from motor carriers due. 

January 20—— 

Alcoholic liquor retailer reports and pay- 
ment due. 

Sales tax reports and payment due. 

Use fuel tax reports and payment due. 


January 25—— 


Gasoline tax reports and payment due. 


KENTUCKY 
January 1 
Bank share tax due (last day). 
Motor carrier excise tax due. 
Passenger carrier annual tax due. 
Property tax due (last day). 
January 2 
Stored distilled spirits tax due. 
January 10—— 
Distilled liquor blender and rectifier tax 
due. 
January 15—— : 
Alcoholic beverage reports due. 
Fuel use tax reports and payment from 
transporters due. 
Mileage tax from passenger carriers due. 
January 20—— 
Cigarette wholesaler reports due. 
Oil production tax reports and payment 
due. 
January 30—— 


Life insurance company premiums tax 
reports and payment due. 


January 31 

Amusement and entertainment reports 
and tax due. 

Gasoline reports from refiners and fm- 
porters due. 

Gasoline tax reports and payment from 
dealers and transporters due. 

Gross receipts tax reports and payment 
from public utilities due. 

Motor vehicle fuel use tax reports and 
payment due. 











LOUISIANA 
January 1 
Liquor and beer license renewable. 
Soft drinks reports due. 
Tobacco reports due. 
January 10—— 
Beer importer reports due. 
Gasoline importer tax due. 
Kerosene importer reports due. 
Lubricating oils importer reports due. 
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January 15—— 





Beer carrier reports due. 

Gasoline carrier reports due. 

Intoxicating liquor reports due. 

Kerosene carrier reports due. 

Lubricating oils carrier reports due. 

Soft drinks reports due. 

Tobacco reports due. 

January 20—— 

Bank share tax report due. 

Beer wholesale dealer tax reports and 
payment due. 

Fuel use tax reports and payment due. 

Gasoline tax reports and payment due. 

Kerosene tax reports and payment due. 

Lubricating oils tax reports and payment 
due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 

January 30-—— 

Carrier quarterly tax reports and _ pay- 
ment due. 

Gas gathering tax reports and payment 
due. 

Natural resources severance tax and pro- 
ducer of dry gas or gas in combination 
with liquid hydrocarbons tax reports 
and payment due: 

Public utility and pipeline reports due. 


MAINE 
January 10—— 
Malt beverage manufacturer and whole- 
saler reports due. 
January 25—— 
Use fuel tax reports and payment due. 
January 31 
Gasoline tax reports and payment due. 
Road tax reports and payment due. 





MARYLAND 

January 10—— 

Admissions tax due. 

Beer tax reports and payment due. 
January 15—— 

Sales tax reports and payment due. 

Use tax reports and payment due. 
January 30—— 

Motor fuel cargo lot purchases reports 
due. 
January 31 

Gasoline tax reports and payment due. 





MASSACHUSETTS 
January 10—— 
Alcoholic beverage excise tax reports and 
payment due, 
Meals excise tax reports and payment 
due. 
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January 20—— 

Cigarette tax reports and payment due. 
January 31 

Motor fuel tax reports and payment due. 


MICHIGAN 
January 5—— 
Gasoline statements from carriers due. 
January 10—— 
Common and contract carrier reports 
and payment due. 
Property tax due (last day to pay with- 
out four per cent collection charge). 
January 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
January 20—— 
Cigarette tax reports and payment due. 
Diesel fuel user tax reports and payment 
due. 
Fuel sold for use on vessels, tax due. 
Gas and oil severance tax reports and 
payment due (last day). 
Gasoline tax distributor reports and pay- 
ment due. 


MINNESOTA 
January 1 
Carrier permits expire. 
January 10—— 
Alcoholic bevgrage reports from whole- 
salers, brewers and manufacturers due. 
January 20—— 
Cigarette tax reports and payment due. 
January 23 
Gasoline tax reports and payment from 
distributors due. 


Special use fuel tax reports and payment 
due. 


Tractor fuel seller reports due. 


MISSISSIPPI 
January 5—— 
Factory reports due. 
January 10—— 
Admissions tax reports and payment due. 
January 15—— 
Compensating (use) tax reports and pay- 
ment due. 
Gasoline tax reports and payment from 
carriers due. 
Light wine and beer retailer, wholesaler 
and distributor reports due. 


Occupation (sales) tax reports and pay- 
ment due. 


Timber severance tax reports and pay- 
ment due. 

Tobacco manufacturer, distributor and 
wholesaler reports due. 

Use fuel tax reports and payment due. 
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January 20—~ 
Gasoline distributor, refiner ana proces- 
sor tax reports and payment due. 
January 25—— 
Gas severance tax reports and payment 
due. 


Oil and Gas Board maintenance charge 
due. 


Oil severance tax reports and payment 
due. 
January 30—— 


Sales tax annual reports and payment 
due. 


January 31 
Chain store tax due (last day). 


MISSOURI 
January 1 
Motor vehicle registration and fees due. 
January 5—— 
Nonintoxicating beer permittee reports 
due. 
January 10—— 
Oil inspection tax reports and payment 
due. 
Petroleum products receiver reports due. 
January 15—— 
Alcoholic beverage sales reports due. 
Carrier registration fee due (last day). 
Retail sales tax reports and payment due. 
January 25—— 
Use fuel tax reports and payment due. 
January 31 
Gasoline distributor tax reports and pay- 
ment due. 


Soft drinks manufacturer tax reports 
and payment due. 


MONTANA 
January 1—— 
Chain store tax due. 
Moving picture theater licenses issued 
and tax due. 


January 15—— 
Beer brewer, wholesaler and transporter 
tax reports and payment due. 
Crude petroleum producer reports due. 
Electric company tax reports and pay- 
ment due. 
Gasoline reports from carriers due. 
Gasoline tax reports and payment due. 
Motor carrier additional fee due. 
January 30—— 
Carbon black producer semiannual license 
tax reports and payment due. 
Cement producer and dealer tax reports 
and payment due. 
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Coal mine operator tax reports and pay- 
ment due. 

Oil producer license tax reports and 
payment due. 

Telegraph and natural gas company tax 
reports and payment due. 


NEBRASKA 





January 1 
Fire marshal tax due. 
January 10—— 
Cigarette distributor reports due. 
January 15—— 
Alcoholic beverage manufacturer and 
wholesale distributor reports due. 
Gasoline reports from carriers due. 
Gasoline tax reports and payment due. 


NEVADA 
January 1 
Fire marshal tax due. 
Motor carrier license fees due. 
Motor vehicle registration and fees due. 
January 10—— 

Liquor reports by out-of-state vendors 
due. 
January 11 
Toll road and bridge quarterly tax re- 

ports and payment due. 
January 15—— 
Alcoholic beverage manufacturer and 
importer reports due. 
Cigarette wholesaler license fees delinquent. 
Gasoline carrier reports due. 
Transient livestock tax due (last day). 
January 25—— 
Fuel user tax reports and payment due. 
Gasoline tax reports and payment from 
dealers due. 
January 31 
Foreign surety company tax reports and 
payment due. 
Mine net proceeds reports due. 


NEW HAMPSHIRE 

January 10—— 

Alcoholic beverage manufacturer, whole- 

saler and importer reports due. 

Alcoholic beverage wholesaler tax due. 
January 15—— 

Use fuel tax reports and payment due. 
January 31—— 

Motor fuel tax reports and payment due. 


NEW JERSEY 
January 10—— 
Bank share reports due. 











Jitneys (municipal) gross receipts tax 

reports and payment due. 
January 20—— 

Alcoholic beverage retail consumption 
and retail distribution licensee tax re- 
ports and payment due. 

Cigarette distributor tax reports and pay- 
ment due. 

January 25—— 
Bus (municipal) gross receipts tax re- 
ports and payment due. 
January 30—— 
Gasoline reports from carriers due. 
Second Last Business Day. 


Gasoline tax reports and payment from 
distributors due. 


NEW MEXICO 
January 1—— 
Merchant license tax quarterly install- 
ment due. 
January 15—— 
Income tax due. 
Occupational gross income tax reports 
and payment due. 
Oil and gas conservation reports due. 
Severance tax reports and payment due. 
Share tax reports due. 
January 20—— 
Electric, gas, water and, steam company 
inspection fees due. 
Motor carrier reports and tax due. 
Pipeline operator license tax due. 
January 25—— 
Gasoline tax reports and payment due. 
Use or compensating tax reports and 
payment due. 
January 30—— 


Oil and gas well production tax reports 
due. 





NEW YORK 
January 15—— 
Personal income tax fourth installment 
due. 
January 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 
January 25—— 
Conduit company tax reports and pay- 
ment due. 
January 31 
Gasoline tax reports and payment due. 


Motor vehicle registration fees due (last 
day). 


NORTH CAROLINA 


4 





Bus (interstate) excise tax reports and January 1—— 


payment due. 


Motor vehicle registration and fees due. 
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January 10—— 

Alcoholic beverage reports from railroads 
due. 

Gasoline tax reports and payment from 
carriers due. 

Unfortified wine distributor and bottler 
tax reports and payment due. 

January 15—— 

Sales tax reports and payment due. 

Spirituous liquor tax due. 

Use tax reports and payment due. 

January 20—— 

Gasoline tax reports and payment from 
distributors due. 

Use fuel tax reports and payment due. 

January 30—— 

Electric light, power, street railway, gas, 
water, sewerage and telephone com- 
pany tax reports and payment due. 

Property reports due. 

January 31 

Bank share tax due (last day). 


NORTH DAKOTA 





January 1 
Motor vehicle registration and fees due. 
Vehicle sales tax due. 

January 10—— 
Cigarette distributor reports due. 

January 15—— 

* Beer tax reports and payment due. 


Gasoline tax reports and payment due. 
Interstate motor carrier tax due. 


January 20—— 


Sales tax reports and payment due. 
Use tax reports and payment due. 


January 25—— 
Use fuel tax reports and payment due. 


OHIO 





January 10—— . 
Alcoholic beverage reports from Classes 
“A” and “B” permittees due. 
Cigarette wholesaler reports due. 
January 15—— 
Cigarette use tax reports and payment 
due. : 
Use tax reports and payment due. 
January 20—— 
Gasoline reports from dealers due. 
January 30—— 
Gasoline reports from carriers due. 
January 31 
Gasoline tax due. 
Reports to Industrial Board due. 


Sales tax supplemental reports and pay- 
ment due. 
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OKLAHOMA 

January 1—— 
Property tax first installment due. 
Unmanufactured farm products reports 

from persons, other than owners, hold- 
ing them due. 

January 5—— 

Operator reports of mines other than 
coal due. 

January 10—— 

Alcoholic beverage tax reports and pay- 
ment due. 

Cigarette wholesaler, retailer and vend- 
ing-machine owner reports due. 

Gross receipts tax reports and payment 
from airports due. 

January 15—— 

Gasoline tax reports from dealers, re- 
tailers and carriers due. 

Mileage tax reports and payment from 
carriers due. 

Sales tax reports and payment due. 

Tobacco wholesaler, jobber and ware- 
houseman reports due. 

January 20—— 

Coal mine operator reports due. 

Gasoline distributor and imported gaso- 
line purchaser tax reports and payment 
due, 

Property tax reports and payment from 
rural electric cooperatives due. 

Use fuel tax reports and payment due. 

Use fuel tax reports from carriers due. 

Use tax reports and payment due. 

January 21 
Annual industrial reports due. 

January 30—— 

Cotton manufacturer tax reports and 
payment due. 

January 31 
Motor vehicle registration due (last day). 
Oil, gas and mineral gross production 

tax reports and payment due. 








OREGON 





January 1 
Motor vehicle registration or quarterly 
installment thereof, due. 
January 15—— 
Excise (income) tax fourth installment 
due. 
Forest yield semiannual tax reports and 
payment due. 
Personal income tax fourth installment 
due, 
January 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 
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Motor carrier reports due if tax is paid 
as per Table A or B. 

Motor vehicle broker and forwarder tax 
due. 


Use fuel tax reports and payment due. 
January 25—— 
Gasoline tax reports and payment due. 
January 30—— 
Forest products severance tax reports 
and payment due. 


Oil production tax reports and payment 
due. 


Withholding tax reports and payment 
due. 
January 31 
Motor carrier tax due if tax is paid as 
per Table A or B. 


PENNSYLVANIA 
January 10—— 
Malt beverage reports due. 
Soft drinks reports due. 
Spirituous and vinous 
reports due. 
January 15—— 
Alcoholic beverage manufacturer tax re- 
ports and payment due. 
January 31—— 
Gasoline tax reports and payment due. 


Unclaimed money and dividends reports 
due. 


Use fuel tax reports and payment due. 


RHODE ISLAND 
January 10—— 
Alcoholic beverage reports from manu- 
facturers due. 


January 15—— 

Gasoline tax reports and payment due. 
January 20—— . 
Sales tax reports and payment due. 
Use tax reports and payment due. 

January 31 
Gift tax reports due. 


liquor importer 


SOUTH CAROLINA 
January 1 
Alcoholic beverage wholesaler reports of 
alcoholic beverages received due. 
Motor carrier tax installment due. 
January 10—— 
Admissions tax reports and payment due. 
Alcoholic beverage wholesaler and re- 
tailer reports of alcoholic beverage sales 
and additional tax due. 


Power tax reports and payment due (last 
day). 
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January 20—— 
Fuel oil dealer reports due. 


Fuel oil user tax reports and payment 
due. 


Gasoline tax reports and payment due. 


January 31 
Foreign corporation reports due. 


SOUTH DAKOTA 
January 1 
Chain store tax due. 
Express company tax due. 
Fire insurance company premiums tax due. 
Motor carrier of passengers tax due. 


January 10—— 


Motor carrier in interstate commerce 
reports and tax due. 
January 15—— | 
Alcoholic beverage sales reports due. 
Gasoline reports from carriers and retail 
airplane vendors due. 
Gasoline tax from dealers due. 
Occupational retail sales tax quarterly 
reports and payment due. 
Use fuel reports from carriers due. 
Use fuel tax reports and payment due. 
Use tax. quarterly reports and payment 
due. 
January 20—— 
Domestic corporation reports due. 
Passenger mileage tax due. 


January 30—— 


Mineral products severance tax reports 
and payment due. 


January 31 
Gasoline tax reports from dealers due. 


TENNESSEE 
January 10—— 
Alcoholic beverage reports due (last day). 
Barrel tax on beer due. 
Gasoline tax reports from carriers due. 
January 15—— 
Collection and adjustment 
reports and payment due. 
Fuel user reports due. 
Use fuel reports from carriers due. 
January 20—— 
Gasoline tax reports and payment from 
distributors due. 


Oil production tax reports and payment 
due. 


Sales tax reports and payment due. 
Use tax reports and payment due. 


license tax 
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TEXAS 
January 1 

Commercial and collection agency tax 
reports and payment due. 

Contract carrier occupation tax, reports 
and payment due. 

Public utility tax reports and payment 
due. 


Radio, cosmetic and playing card tax 
reports and payment due. 
Sulphur production tax reports and pay- 
ment due. 
Textbook publisher tax reports and pay- 
ment due. 
January 15—— 
Beer tax reports and payment due. 
Oleomargarine dealer tax reports and 
payment due. 
January 20—— 

Liquefied gases and liquid fuel tax re- 
ports and payment of users due. 
Motor fuel reports from carriers due. 
Motor fuel tax reports and payment due. 


January 25—— 
Admissions tax reports and payment due. 


Carbon black production tax reports and 
payment due. 


Cement distributor tax reports and pay- 
ment due. 


Natural gas production tax reports and 
payment due. 


Prizes and awards of theater tax reports 
and payment due. 
January 30—— 
Oil production tax reports and payment 
due. 
January 31 
Bank share tax due. 


UTAH 

January 10—— 

Liquor licensee reports due. 

Use fuel reports from carriers due. 
January 15—— 

Sales tax reports and payment due. 

Use fuel tax reports and payment due. 

Use tax reports and payment due. 
January 25—— 

Gasoline reports of carriers due. 


Gasoline tax reports and payment from 
distributors and retailers due. 


VERMONT 
January 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 


State Tax Calendar 


January 15—— 
Electric light and power company re- 
ports and tax due. 


January 31 
Corporation annual list of stockholders 
due. 
Gasoline tax reports and payment due. 


VIRGINIA 
January 1 
Business license taxes due. 
January 10—— 
Beer dealer, bottler and manufacturer re- 
ports due. 
Merchant license tax reports and pay- 
ment due. 
Tobacco tax from warehousemen due. 
January 15—— 
Motor carrier tax due. 
January 20—— 
Gasoline tax reports from carriers due. 
Use fuel tax reports from dealers and 
resellers due. 
January 30—— 
Forest products severance tax quarterly 
reports and payment due. 


January 31 
Gasoline tax reports and payment due. 


Motor carrier quarterly road tax reports 
and payment due, 


Use fuel tax reports and payment due. 


WASHINGTON 
January 10—— 
Malt product brewer and manufacturer 
reports due. 
January 15—— 
Auto transportation company reports and 
payment due. 


Butter substitutes reports and payment 
due. 


Cigarette drop shipment reports from 
wholesalers due. 


Gross income tax reports and payment 
due. 


Public utility gross operating tax reports 
and payment due. 


Sales tax reports and payment due. 

Use tax reports and payment due. 
January 20—— 

Use fuel tax reports and payment due. 
January 25—— 

Gasoline reports from carriers due. 

Gasoline tax reports and payment due. 
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WEST VIRGINIA 
January 1 
Alcoholic beverage (except beer) license 
fees due. 
Chain store tax due. 


January 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 
January 15—— 
Cigarette use tax reports and payment 
due. j 
Sales tax reports and payment due. 
January 20—— 
Public utility additional fees due. 
January 30—— 
Gasoline tax reports and payment due. 


Occupational gross income tax annual 
reports due. 

Occupational gross income tax quarterly 
reports and payment due. 

Sales tax annual reports and payment 
due. 


WISCONSIN 
January 1 
Motor carrier flat tax due. 


January 10—— 
Alcoholic beverage reports due. 
Cigarette wholesaler and manufacturer 
reports due. 
Oleomargarine reports due. 


January 20—— 
Gasoline tax reports and payment due, 
January 31 


Forest crop land acreage share tax due. 


Real property tax semiannual installment 
due. 


WYOMING 
January 1 
Motor vehicle registration and fees due. 
January 10—— 
Gasoline tax reports from carriers due. 
January 15—— 
Gasoline reports from dealers due. 
Gasoline tax reports and payment from 
wholesalers due. 
Motor carrier tax reports and payment 
due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 
January 31 
Coal miner reports due. 


NEW YORK TAX RECEIPTS 


New York tax receipts for the 1949-1950 fiscal year increased from $742,000,000 
to $882,000,000. Receipts from the personal income tax collections made up a good 
portion of this increase. Representing nearly thirty per cent of the state revenues, 


the moneys collected from this tax amounted to $262,000,000 in comparison with 
$160,000,000 received for the preceding year. 


STATEMENT OF THE OWNERSHIP, MAN- 
AGEMENT, AND CIRCULATION REQUIRED 
BY THE ACT OF CONGRESS OF AUGUST 
24, 1912, AS AMENDED BY THE ACTS OF 
MARCH 3, 1933, AND JULY 2Z, 1946 (Title ,39, 
United States Code, Section 233) 


Of TAXES (THE TAX MAGAZINE) published 
monthly at Chicago, Illinois, for October 1, 1950. 


1. The names and addresses of the publisher, 
editor, managing editor, and business managers are: 


Publisher: Commerce Clearing House, Inc., Chi- 
cago 1, Illinois. 


Editor: Henry L. Stewart, Chicago 1, Illinois. 


Managing Editor: Paul Schweikert, Chicago 1, 
Illinois. 


Business Manager: George J. Zahringer, Chicago 
1, Illinois. 

2. The owner is: (If owned by a corporation, its 
name and address must be stated and also imme- 
diately thereunder the names and addresses of 
stockholders owning or holding 1 percent or more 
of total amount of stock. If not owned by a cor- 
poration, the names and addresses of the individual 
owners must be given. If owned by a partnership 
or other unincorporated firm, its name and address, 
as well as that of each_individual member, must 
be given.) Commerce Clearing House, Inc., 214 
N. Michigan Avenue, Chicago 1, Ill.; The Corpo- 
ration Trust Co. (N. J.), 15 Exchange Place, 
Jersev City, N. J.; The Corporation Trust Co. 
(N. Y.), 120 Broadway, New York, N. Y.; Justus 
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L. Schlichting, Chicago, Illinois; Mrs. Daryl Par- 
shall, Millbrook, N. Y.; Oakleigh Thorne, Mill- 
brook, N. Y. 


3. The known bondholders, mortgagees, and 
other security holders owning or holding 1 percent 
or more of total amount of bonds, mortgages, or 
other securities are: (If there are none, so state.) 
None. 


4. Paragraphs 2 and 3 include, in cases where 
the stockholder or security holder appears upon the 
books of the company as trustee or in any other 
fiduciary relation, the name of the person or cor- 
poration for whom such trustee is acting; also the 
statements in the two paragraphs show the affiant’s 
full knowledge and belief as to the circumstances 
and conditions under which stockholders and se- 
curity holders who do not appear upon the books 
of the company as trustees, hold stock and securi- 
ties in a capacity other than that of a bona fide 
owner. 


5. The average number of copies of each issue 
of this publication sold or distributed, through the 
mails or otherwise, to paid subscribers during the 
12. months preceding the date shown above was: 
(This information is required from daily, weekly, 
semiweekly, and triweekly newspapers only.). 

Henry L. Stewart, 
Editor. 

Sworn to and subscribed before me this 29th day 
of September, 1950. 

[Seal] 

Lester Johnson 
(My commission expires Nov. 14, 1953.) 
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Tue REMAINDER of this issue is devoted exclusively to papers delivered 
at the University of Chicago’s Third Annual Federal Tax Conference, which was 
conducted in Chicago for three full days early this November. These papers were 
prepared as a basis for lecture and discussion. The material is timely and interest- 
ing. Due to the limitations of space in this issue, it unfortunately became neces- 
sary to omit some of the papers. 


Tue PROGRAM was conducted by the School of Business, the School of Law 
and the Downtown Center of the University to make available a lecture series on a 
reasonably high technical level for attorneys, accountants and business executives 
who are devoting a substantial amount of their time to tax work. The details of the 
lectures were planned by a committee of attorneys, accountants and members of 
the faculty experienced in the tax field, who endeavored to select the most timely 


subjects and have them delivered by men noted for their ability on these technical 
subjects. 
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THIRD ANNUAL TAX CONFERENCE—UNIVERSITY OF CHICAGO 


Using Inter-Vivos Gifts 
in Estate Planning 


By WINFIELD T. DURBIN, Attorney 


Macleish, Spray, Price & Underwood, 
Chicago, Illinois 


HILE ESTATE PLANNING is not 

confined to cases where the individual’s 
financial position permits him to make gifts 
during his lifetime, the consideration of such 
gifts occupies a central place in the field. 
Estate and income tax savings are a con- 
siderable inducement. The estate tax rates 
in the top bracket are substantial, even in 
moderate-sized estates, reaching nearly thirty 
per cent at $120,000. Where a person has 
made no previous gifts, the gift tax on the 
transfer of a substantial portion of his assets 
is rather nominal as compared with the 
estate tax. In addition, appreciation in value 
of the transferred assets is outside of the 
taxable estate. Where large gifts are in- 
volved, the fact that the gift tax itself is 
eliminated from the estate is important. 


The opportunities for tax savings through 
gifts are exceptionally favorable at the pres- 
ent moment. This arises partly from the 
marital deduction for gift tax purposes, 
introduced in 1948, whereby one half of the 
gift can be considered as coming from the 
spouse. This results in a double or $60,000 
exemption and an annual exclusion of $6,000 
for any one donee. The tax-saving oppor- 
tunities resulting from the marital deduction 
are actually greater for gift tax purposes than 
for estate tax purposes. 


The question arises as to the relative ad- 
vantages in making a single sizeable trans- 
fer which will be subject to a substantial 
gift tax or, on the other hand, in making 
smaller gifts over a period of time within 
the annual exclusion so as to avoid all gift 
tax. The amount that can be disposed of 

1 The Secretary, in the above report, urged in 
effect that the gift tax be merged into the estate 
tax, with all transfers cumulated in a single, 
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by annual gifts without any gift tax at all is 
quite impressive. In his report to the Ways 
and Means Committee in February, 1950, 
Secretary Snyder pointed out that a man 
with a wife and three children could, during 
a five-year period, dispose of $180,000 to 
his family without a gift tax. On the other 
hand, the law may change in the next year 
or two, and there is much to be said for a 
present gift exceeding the exemption and in- 
volving some gift tax. Such a gift avoids 
the risk of a drastic increase in gift tax rates 
and may escape the eventual enactment of an 
integrated transfer tax. It also produces 
greater income tax savings in that the shift 
in income occurs immediately rather than 
gradually over a period of years. 


Outright Gifts v. Gifts in Trust 


Another question to be considered is 
whether the gifts should be outright or in 
trust. This is a complex question, but a 
few of the factors involved may be men- 
tioned. The annual exclusion does not 
apply to a gift of a “future interest.” In 
the case of an outright gift, the exclusion, 
of course, is available. If the gift is in trust, 
a life estate will qualify as a present rather 
than a future interest, but where the bene- 
ficiary is entitled to the principal at a certain 
age, the only present interest may be a term 
for years. The greatest tax savings are ob- 
tained by gifts to children and, especially, 
to grandchildren, rather than to a spouse. 
It is particularly difficult to obtain any ex- 
clusion where the beneficiary ‘is a minor, 


progressive rate structure, so as to eliminate 
any estate tax advantage in making gifts. 


1147 




















































































































































because income accumulation is desirable. 
The problem is most serious, of course, 
where annual additions to the trust are planned. 


As an alternative, direct gifts to a minor 
may be made in order to obtain the exclu- 
sion? Gifts of stock may be made without 
a guardianship (where the voting of stock 
is not important) by having stock certifi- 
cates registered in the name of the minor. 
If the minor is old enough to endorse the 
certificate, experience has shown that no 
difficulty is necessarily encountered in sub- 
sequent sale or reinvestment, since it is only 
necessary that the signature be guaranteed 
and since the transfer agent will not have 
notice that the stockholder is a minor. 
Similarly, no difficulty need be encountered 
in depositing or cashing dividend checks. 
Bank deposits or savings accounts may be 
created for a minor who can sign a signa- 
ture card. In view of Helfrich Estate v. 
Commissioner, 44-1 ustc J 10,122, 143 F. (2d) 
43 (CCA-7), care should be taken in using 
any standard form of trust-account card, 
where the donor is designated as trustee for 
the minor. 


A useful form of direct gift to a minor is 
the payment of the annual premiums on 
policies insuring the life of the minor. This 
solves all problems of handling the property 
during minority, and the child is less likely 
to dissipate the fund on reaching majority 
than where the gift consists of securities or 
a bank account. 


Avoidance of Possible Taxation 
of Income to Settlor 


Where it is decided to make a gift in 
trust, it is ordinarily intended that the prop- 
erty be effectively removed from the donor's 
gross estate at death and that the income 
not be taxable to him. For income tax 
purposes, there is the familiar problem of 
the Clifford case,> which may also have estate 
tax implications. In any case, there is some 
risk in the donor or his wife being trustee. 


Entirely aside from the retention of powers 
or the Clifford case, if the trustee is directed 
or permitted to use income for the support 
and maintenance of dependents, the income 
will be taxed to the donor under Section 


2 But see Schwmacher, CCH Dec. 15,636, 8 TC 
453 (1947). 

8 Helvering v. Clifford, 40-1 ustc { 9265, 309 
U. S. 331. 

*See Douglas v. Willcuts, 36-1 ustc § 9002, 296 
U. S. 1 (1935). 

5See the Helfrich case cited previously in the 
text. 
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167(c) to the extent that it is used in dis- 
charge of the obligation of support. Ina 
rare case, the discretion must be given and 
the income may have to be used for support 
because of the uncertainty or inadequacy of 
the donor’s income. Ordinarily, the trust 
income should be accumulated during the mi- 
nority of the beneficiary or the trust agreement 
should forbid its use to benefit the settlor. In 
the case of an outright gift to a minor, if the 
minor’s income should be used, properly or im- 
properly, so as to relieve the donating par- 
ent of the burden of support, the minor’s 
income may perhaps be taxable to the 
parent, although as a practical matter the 
question is not likely to arise. 


In a tax case, the range of the obligation 
of support may be stretched somewhat. It 
has been held that college education is with- 
in the obligation.’ There may in some in- 
stances be an obligation to support an adult 
child. It is also possible that if income is 
used for the support of grandchildren, such 
income may be taxed to the parent of the 
grandchild.° 


The matter of support of minors is primarily 
an income tax rather than an estate tax 
problem. However, under Section 811(c), 
if the settlor should die at a time when trust 
income is currently being used for support, 
the estate tax might be claimed on the 
ground that income had been reserved for 
a period not in fact ending before death. 


A somewhat similar situation exists in the 
case of the use of trust income for the pay- 
ment of premiums on policies insuring the 
grantor’s life. Section 167 provides that 
such income shall be taxed to the grantor, 
and it is immaterial that the grantor has no 
interest in the policies." The statute also 
applies the same rule where the trustee has 
discretion to pay the premiums even though 
the discretion is not exercised. Curiously 
enough, this goes beyond the case of sup- 
port of dependents, and, moreover, the 
donor has no obligation to pay the premi- 
ums. The provision as to insurance leaves 
open the question whether the tax is limited 
to the amount of premiums on existing polli- 
cies. The courts, however, seem unwilling 
to tax all of the income to the grantor, 
simply because more insurance might be 
taken out in the future.* 


6 Under an extension of Douglas v. Wilicuts, 
footnote 4. 

™ Burnet v. Wells, 3 ustc $1108, 289 U. S. 
670 (1933). 

8 Moore, CCH Dec. 10,672, 39 BTA 808 (1939); 
Rand v. Helvering, 41-1 ustc {§ 9192, 116 F. (2d) 
929 (CCA-8); Weil, CCH Dec. 13,842, 3 TC 579 
(1944); Iversen, CCH Dec. 13,909, 3 TC 756 
(1944). 
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Avoidance of Estate Tax 


In order successfully to escape the estate 
tax, the trust instrument should reserve no 
powers whatever to the grantor in any ca- 
pacity. It is difficult to see how the mere 
fact that the settlor is trustee has any sig- 
nificance for estate tax purposes. Section 
811(a) has been confined by decision® and 
Section 811(c) by amendment so that prob- 
ably neither can be regarded as applicable, 
by any analogy, to the Clifford theory. 
Section 811 (d), however, is being applied 
to the retention of relatively minor powers 
to affect the beneficial interests, with the re- 
sult that it is also dangerous for estate tax 
purposes for the settlor to be trustee, unless 
the usual provisions conferring powers on 
the trustee are carefully scrutinized.” 


Contemplation of Death 


A scrupulous avoidance of the reservation 
of any power to affect the beneficial interests 
does not necessarily insure that the prop- 
erty will be free from estate tax. The 
contemplation-of-death clause must be con- 
sidered. The possibility of the transfer be- 
ing taxed on this ground has been considerably 
reduced by the Revenue Act of 1950 which 
restricted the operation of the clause in the 
case of future transfers to cases where the 
donor dies within three years. This should 
encourage inter-vivos gifts, although con- 
templation of death in the past was usually 
only a mental hazard to the donor, because 
the total taxes collected would not be more 
than if the gift had not been made and 
would usually be less because the funds used 
to pay the gift tax were removed from the 
estate on death. 


There is, however, one instance where the 
contemplation-of-death clause was much 
more than a mental hazard, and, in this case, 
the recent amendment is a real inducement 
to making a current transfer. This case 
involves the transfer of property having a 
very low income tax cost basis, as in the 
familiar case of the close corporation or 
family business. If such a transfer is taxed 
as in contemplation of death, the original 
cost basis of the donor, which may be near 
zero, still continues gn after his death. If 
the estate tax is imposed, it would be better 
from hindsight to have retained the property 
and acquired a new cost basis on death, thus 
saving the ultimate-gains tax in the amount 


of perhaps twenty-five per cent of the value 
of the property at the date of death. 


New Survivorship Test 


In addition to the matter of contemplation 
of death, an inter-vivos transfer may, despite 
the retention of no powers, be taxable under 
the new provisions inserted in Section 811(c) 
by the Technical Changes Act of 1949. As 
a result of these amendments, it is no longer 
necessary to provide exhaustively for alter- 
native gifts ending with a final gift to 
charity in order to avoid the retention of 
any possible reversionary interest. How- 
ever, any future trust will be taxed if its 
duration is measured in any way by the 
donor’s life or if it is impossible for the trust 
to terminate during his lifetime. This test 
is a considerable departure from anything 
previously known and its observance is 
fundamental in the drafting of any iter- 
vivos trust. The tax applies if enjoyment 
of any interest is conditioned on the donor’s 
death. There may even be some risk in 
creating a trust for such a term that, as a 
practical matter, it is certain to last beyond 
the settlor’s death. Also, if enjoyment of any 
interest is postponed until death or some 
other event, the tax applies if death occurs 
first. It is prudent to avoid any trust .pro- 
vision tied in any way to the settlor’s being 
alive or dead. 


Property Transferred 


In making inter-vivos gifts, for income 
tax purposes, there is an advantage in using 
property with a high cost basis and in re- 
taining until death property having an ex- 
tremely low cost basis. There is also an 
advantage in disposing of property which 
is highly income-producing, because the 
donor thereby achieves the greatest income 
tax saving per dollar of gift tax paid. From 
an income tax point of view, the least de- 
sirable subject for a gift is unproductive 
property or, particularly, property subject 
to carrying charges which qualify as an in- 
come tax deduction, such as vacant real estate. 


Life Insurance 


Life insurance may be suggested as the 
subject of an inter-vivos transfer. Such a 
transfer has not been as popular as it was 





® Helvering v. Safe Deposit and Trust Com- 


pany, 42-1 ustc { 10,167, 316 U. S. 56. 
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10 See Commissioner v. Holmes Estate, 46-1 
ustc { 10,245, 326 U. S. 480, and Commissioner v. 
Hager Estate, 49-1 ustc § 10,710, 173 F. (2d) 613 
(CA-3). 
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a number of years ago, although it may 
come into slightly increased favor by reason 
of the restriction of the contemplation-of- 
death clause mentioned above. Decisions 
within the last five years have indicated that 
life insurance is regarded as inherently 
testamentary and will be held to have been 
transferred in contemplation of death, unless 
a strong showing can be made of purposes 
associated with life, which is usually difficult.” 


While the contemplation-of-death prob- 
lem is largely overcome by the three-year 
provision, it still is impossible to avoid 
estate tax completely. Since 1942, Section 
811(g) has taxed assigned insurance to the 
extent that the donor paid the premiums 
directly or indirectly. Even if the benefici- 
ary or a third person can pay future premi- 
ums after the transfer and even if this is not 
indirect payment by the donor, a portion of 
the insurance will be taxed because of the pre- 
miums paid by the donor before the transfer. 


Substantially the same result, incidentally, 
may perhaps be reached under Section 
811(c) by virtue of its amendment by the 
Technical Changes Act. While the beneficiary 
may have the legal power to surrender the 
policy and thus obtain the surrender value 
during the life of the donor, the death pro- 
ceeds can only be obtained by surviving the 
donor. Nevertheless, it would seem, as in 
the case of contemplation of death, that the 
tax under Section 811(c) should be limited 
to the portion of the proceeds attributable 
to the premiums paid by the decedent, since 
it is only to this extent a transfer of prop- 
erty by him. 

Thus, while there is not necessarily any 
objection to the assignment of relatively 
new policies or to some other person taking 
out insurance on the life of the insured and 
paying the premiums, there is little advan- 
tage in assigning insurance otherwise. Where 
the insured has paid substantial premiums, 
it is obvious that in addition to the required 
gift tax, there will be an éstate tax on death 
with the gift tax credited. 


Revocable Insurance Trust 
v. Named Beneficiary 


In the case of life insurance, it is usually 
found preferable for the insured to remain 
the owner of his existing policies until death 
and to have the proceeds payable to some 
member of the family as beneficiary or else 

11 Garrett Estate v. Commissioner, 50-1 vustc 
10,761, 180 F. (2d) 955 (CA-2), aff’g CCH Dec. 


15,639, 8 TC 492 (1947); Flick Estate v. Commis- 
sioner, 48-1 ustc { 10,609, 166 F. (2d) 733 
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to set up a fully revocable insurance trust. 
The choice will depend partly on whether 
the insurance proceeds are likely to be 
needed for death taxes or whether it may 
be possible to pay the tax from other sources 
and make use of the settlement options in 
the policies. The revocable trust is practi- 
cally the equivalent of insurance paid to the 
estate but is preferred in many states, in- 
cluding Illinois, where the inheritance tax 
laws exempt insurance payable to trustees 
even though the provisions of the trust and 
the will are identical. (The will may even 
provide that the residue of the estate shall 
be added to the insurance trust, the so-called 
“pour-over” provision.) The creation of an 
insurance trust, however, involves the aban- 
donment of the settlement options in the 
policy, whereas a named beneficiary may be 
willing to purchase assets from the execu- 
tor, if cash is needed or the stock market is 
down, as as alternative to electing settle- 
ment options. 


Installment Options 


The refusal of Congress in enacting the 
1950 Revenue Act to disturb the present in- 
come tax exemption of the interest element 
in life insurance proceeds paid in install- 
ments is an added reason for giving serious 
consideration to the use of the option provi- 
sions. The tax law, however, may change. 
The primary considerations are the require- 
ments of the beneficiary and the fact that, 
particularly in the case of the older policies, 
the life annuity tables and the guaranteed 
rates of interest may be more favorable than 
could be obtained currently. In the choice 
of options, the current income tax advan- 
tage should be subordinated, at least where 
the election of a life annuity is indicated. 
A life annuity once elected cannot be com- 
muted except at a loss. This is due to the 
fact that the company must set aside a por- 
tion of the proceeds as a reserve against the 
possibility of the beneficiary living beyond 
her life expectancy, and this fund will not 
be returned to the beneficiary. 


In a case where there is no particular 
need for electing a life annuity and where 
income tax considerations may control (as 
where the beneficiary has other assets and 
income), consideration should be given to 
the fixed-installment options. Where com- 
mutation is permitted by the terms of the 
policy, these options can be canceled at any 


(CCA-5); Cronin Estate v. Commissioner, 47-2 
ustc { 10.587, 164 F. (2d) 561 (CCA-6); Ruth- 
*rauff, CCH Dec. 16,020, 9 TC 418 (1947); Ten- 
nant, CCH Dec. 16,839(M), 8 TCM 143 (1949). 
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time and the commuted value withdrawn 
without any loss whatever. These options 
have the advantage for purposes of plan- 
ning in that the amount of tax saving and 
the position of the beneficiary at any given 
time can be determined if the top income 
tax bracket of the beneficiary is assumed. 
For example, a beneficiary can spend a 
determined portion of each installment, 
which would be the equivalent of the net 
spendable income after taxes if the proceeds 
had been invested (or left with the company 
at interest), and can save and accumulate 
the balance. If the plan is adhered to, the 
beneficiary will at all times be ahead, even 
if the future payments are commuted, the 
amount of the advantage representing the 
income tax saving. 

There are, however, two types of fixed- 
installment options. It may be prudent to 
select the “fixed-period” type providing for 
payments of amounts set out in a schedule 
in the policy for a given number of years. 
The other or “fixed-payment” type of op- 
tion, where the beneficiary may select any 
amount to be paid periodically until the 
fund is exhausted, is better in some ways, 
but the Commissioner may claim that the 
interest element is taxable. As the names 
imply, the difference is that in one the 
period is absolutely fixed and in the other 
the amount of each installment is fixed. 
The practical difference is that if excess 
interest is earned by the company, it is 
added to the current installment in the first 
case and lengthens the period in the second. 
The tax difference, if there is one, would 
arise from the fact that in the second case, 
the policies very nearly provide that the 
proceeds are held at interest and that cur- 


rent interest and’ principal are paid out in 
installments of selected amounts, like a 
wasting trust. 


Excess interest not guaranteed in the 
policy is not paid “by reason of the death 
of the insured” and hence is not excluded 
from gross income by Section 22(b)(1). In 
the case of the “fixed-period” option, the 
excess interest is paid out by the company 
as an addition to the current installment 
and’ is easily identified. In the “fixed- 
payment” option, only the regular amount is 
paid out, but the company will presumably 
advise the beneficiary that the payment in- 
cludes excess interest of a certain amount. 
The fact that excess interest is taxable is a 
reason for selecting for installment options 
the policies having the highest guaranteed 
interest rate rather than policies which are 
currently paying the highest rate. 


Conclusion 


With the changes in the tax law occurring 
by court decision and statutory amendment, 
it has become progressively more difficult 
for a person of means to reduce his income 
tax and potential estate tax burden in a 
convenient and inexpensive manner. The 
marital deduction for income tax purposes 
and the relatively high rates of tax in 
the lower brackets have reduced some- 
what the possibilities of income tax reduc- 
tion. Nevertheless, the basic tax savings 
remain available even if greater inflexibility, 
inconvenience and expense are involved in 
achieving them. In particular, the current 
opportunities for avoiding estate tax at a 
nominal gift tax cost are most impressive. 


[The End] 
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very few arrangements for making things 
seem what they are not that even compare 
with it. At various times the feudal lords, 
creditors, wives and tax collectors have all 
been baffled by it to their loss. In modern 
times most of the significant history of the 
federal estate tax and many of the important 
chapters on the income tax have been de- 
voted to this device for scrambling property 
rights in almost endless combinations. 


There are of course perfectly valid nontax 
reasons for the creation of irrevocable inter- 
vivos trusts on occasion. It is clear, however, 
that there are not enough such occasions to 
go around. Many if not most irrevocable 
inter-vivos trusts are prompted by the hope 
that the Commissioner can be persuaded 
that the taxpayer has parted with property 
which he in fact continues to enjoy in some 
fashion until he dies. 


Typically, the founder of the family enter- 
prise and holder of most of the corporate 
stock would like to continue his control of 
his company until the time of his death, but 
he is interested in a possibility, described to 
him by a friend, of setting up a trust for his 
adult children, retaining all his control of 
the company but effecting substantial in- 
come and estate tax savings in the process 
(For the complications that develop when 
the children beneficiaries are minors, see 
Schneider, “The Inter-Vivos Trust for a 
Minor: Its Estate Tax Aspect,” TAxEs— 
The Tax Magazine, September, 1950, page 
825.) This man of substance wants to dance 
without paying the piper and he is persuaded 
that a trust can be drawn which will reserve 
all the powers over the trust property he 
needs or really wants and yet achieve a 
limited divorce from his stock which the 
Commissioner will recognize as effective for 
income and estate tax purposes. Can it be so® 


Income Tax and Inter-Vivos Trusts 
with Reserved Powers 


Following the decision of the Supreme 
Court in Helvering v. Clifford, 40-1 ustc 
{ 9265, 309 U. S. 331, taxing to the grantor 
the income from a short-term family trust 
with reserved powers, the courts were 
flooded with Clifford questions. Despite an 
invitation by the Supreme Court in Helver- 
ing v. Stuart, 42-2 ustc J 9750, 317 U. S. 154, 
to attach controlling significance to reserva- 
tion of administrative powers in the family 
trust of family corporation stocks, a number 
of lower court decisions thereafter declined 
to attach significance to such administrative 
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powers. See, for example, Cushman v. Com- 
missioner, 46-1 ustc J 9141, 153 F. (2d) 510 
(CCA-2, 1945); Hall v. Commissioner, 45-2 
ustc $9361, 150 F. (2d) 304 (CCA-10); 
Estate of Lowenstein, CCH Dec. 14,040, 3 
TC 1133 (1944) (acq.); Welch, CCH Dec. 
15,810, 8 TC 1139 (1947) (acq.). But com- 
pare Shapero v. Commissioner, 48-1 wstc 
7 9173, 165 F. (2d) 811 (CCA-6), cert. den. 
334 U. S. 844 (1948). 


After the expiration of a suitable period of 
education and reflection the Treasury issued 
its famous “Clifford Regulations” on Decem- 
ber 29, 1945, later amended on June 30, 
1947 (Regulations 111, Section 29.22(a)-21). 
For the present at least, the Treasury is 
formally committed to determination of the 
grantor’s taxability on family trust income 
in accordance with the pattern outlined in 
detail in the Clifford Regulations. Those 
Regulations are surprisingly liberal with re- 
spect to reserved powers in the grantor. 


Grantor as Trustee 


Under the Regulations the grantor may 
act as his own trustee. As trustee he may 
be vested with sole power over investments, 
sole power to vote the stocks, and sole 
power to substitute securities of equal value. 
In short, he can retain all administrative 
powers over the trust corpus, even though 
the trust corpus is composed of stock in his 
own close corporation, and do all of this 
without income tax consequences, provided 
he reserves his powers as trustee. A power 
to take the corpus for less than full value, 
a power to borrow without security, and 
similar “bandit” powers do not, of course, 
fall within this principle. The decision in 
Shapero v. Commissioner, applying the Clif- 
ford Regulations to a pre-1946 year and 
attaching significance to administrative 
powers retained by the grantor over a trust 
of close corporation stock seems a miscon- 
struction of the Regulations, though there 
was reserved by the ‘grantor-trustee a 
qualified power to amend, which may serve 
to reconcile the result with the Regulations. 


Although the Regulations do not speak 
on the point, the question may be raised 
whether presence of an exculpatory clause 
may not prejudice the fiduciary status of 
powers reserved by the grantor-trustee. 
There are some pre-Clifford Regulations 
cases brushing such exculpatory clauses 
aside as insignificant, but there is difficulty 
in arguing that the grantor can be a fiduciary 
and shuck his fiduciary responsibility at 
the same time. 
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Powers to Alter and Amend 


In addition to administrative powers over 
the trust corpus the Regulations authorize 
retention by the grantor of limited powers 
to alter the scheme of beneficial enjoyment 
without income tax consequences, provided 
he stays within the bounds prescribed by 
the Regulations. In general these bounds, 
applicable to powers reserved by the grantor 
(or placed in his wife or a “subordinate trus- 
tee”) permit some postponement and some 
acceleration of benefits and, as well, some 
shifting of benefits within a designated 
class if it is done in accordance with an 
external standard related to the beneficiaries’ 
needs as prescribed in the trust instrument. 
Thus the grantor may reserve as trustee 
the authority to apportion receipts as be- 
tween corpus and income. He may reserve 
power to advance corpus to a beneficiary 
either in accord with a standard geared to 
the beneficiaries’ needs or on a simple 
acceleration basis where the advances are 
chargeable against the beneficiaries’ ultimate 
share. Similarly, with respect to income 
the grantor may retain power to accumulate 
income during the minority of a beneficiary. 
He may provide for accumulations after 
minority provided the subsequent accumula- 
tions are payable ultimately to the bene- 
ficiary, his estate, his appointees or to 
current income beneficiaries in accordance 
with shares prescribed in the trust instru- 
ment if the accumulations are paid over on 
termination of the trust or other distribu- 
tion of corpus. 


Considerably greater flexibility may be 
achieved by vesting alteration powers in an 
“independent” trustee. This general review 
of the Regulations makes it clear, however, 
that the grantor of a family trust of stock 
of his close corporation, serving as his own 
trustee or as a cotrustee, can retain control 
of the stock and reserve some flexibility as 
to postponement and acceleration of the 
beneficiaries’ enjoyment and even provide 
for some shifting of the benefits of the trust 
within the family if an external standard is 
provided. 


Whether this Artful Dodger Trust will 
continue to enjoy the income tax advantage 
presently conferred by the Regulations is 
open to some question. Fiscal needs and 
the politics of taxation have changed some- 
what since the issuance of the Clifford 
Regulations. Concessions then granted in 
the name of administrative simplicity may 
be repented and finally withdrawn. That the 
Regulations could be more stringent in the 
close corporation family trust seems rea- 
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sonably clear. The possibility of revision of 
the Clifford Regulations is surely sufficiently 
real to present a real threat to the trust 
that follows the pattern of the present 
Regulations with artful but irrevocable 
devotion. 


Estate Tax and Reserved Power Trust 


In the course of Mr. Justice Black’s opin- 

ion in Commissioner v. Church Estate, 49-1 
ustc J 10,702, 335 U. S. 632, he cast at least 
a temporary pall over the reserved-power- 
tax-saving trust when he observed that to 
escape the estate tax levied on transfers 
intended to take effect in possession or en- 
joyment after the grantor’s death (Section 
811 (c)) “the settler must be left with no 
present legal title in the property . 
In other words such a transfer must be 
immediate and out and out, and must be 
unaffected by whether the grantor lives or 
dies.” Despite the breadth of the language 
used it is doubtful that the Court intended 
to say that a trust naming the grantor as 
trustee and merely reserving to him as trus- 
tee the usual administrative powers without 
more was taxable to his estate under Section 
81l(c). In any event, the opinion of the 
Court as to the sweep of the “possession and 
enjoyment” language of Section 811(c) was 
good for not much more than that day 
and place, if that. The Technical Changes 
Act of 1949 amended Section 811(c) to 
exempt from its operation any trust where 
the beneficiaries’ actual enjoyment of their 
interests does not depend on their surviving 
the grantor, as the sole or alternative 
contingency. 


The Commissioner’s arsenal with respect 
to what we may shortly describe as the 
Artful Dodger Trust was further reduced by 
the Revenue Act of 1950 restricting the con- 
templation-of-death issue to transfers made 
within three years prior to the death of the 
decedent. In its essence, of course, the inter- 
vivos trust of family corporate stock, with 
the grantor as trustee, is a method for pre- 
serving to the grantor until he dies many 
of the virtues of ownership. In a very real 
sense the device is a substitute for a testa- 
mentary disposition and can be treated as a 
transfer in contemplation of death. The 
recent decision of the Second Circuit in 
Reeves Estate v. Commissioner, 50-1 ustc 
7 10,759, 180 F. (2d) 829 (CA-2, 1950), cert. 
den. October 16, 1950, is provocative. There 
a transfer of close corporation stock which 
paid no dividends, to a trust of which the 
grantor was trustee, was held to be in con- 
templation of death. The grantor-trustee’s 
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control of the corporate nondividend policy 
and the fact that no dividends were paid 
into the trust during his life supported the 
contemplation-of-death determination. 


With the loss of the contemplation-of- 
death weapon in the Revenue Act of 1950, 
an inventory of those remaining with the 
Commissioner lists Sections 811 (a), 811 
(c) (1) (B), and 811 (d) (1). Of these 
possibilities Section 811 (a) is here assumed 
to have lost its vitality in the decision of the 
Supreme Court in Helvering v. Safe Deposit 
and Trust Company, 42-1 ustc { 10,167, 316 
U. S. 56, declining to apply subsection (a) 
to an umnexercised general power of ap- 
pointment in the decedent’s estate. See Paul, 
Federal Estate and Gift Taxation (1946 
Supp.), Section 4.12. Sections 811 (c) (1) 
(B) and 811 (d) (1) present possibilities 
that require consideration. 

It is probably fair to say that it has long 
been assumed that retention by the grantor, 
as trustee, of control over the trust property 
does not subject the trust corpus to estate 
taxation under Section 811 (c) (1) (B) or 
811 (d) (1). In a considerable number of 
cases the courts have regarded such retained 
authority as a neutral circumstance. For 
example, see Reinecke v. Northern Trust 
Company, 1 uste { 347, 278 U. S. 339 (1929) 
(with reference to 811 (c) (transfers in- 
tended, etc.) transfers with powers of man- 
agement reserved over the trust corpus “do 
not serve to distinguish them from any other 
gift inter-vivos not subject to the tax”); 
Duke v. Commissioner, 1933 CCH STANDARD 
FEDERAL TAX REPorTs { 9058, 62 F. (2d) 1057 
(CCA-3, 1932), aff'd, by equally divided 
court, 290 U. S. 591 (1934); Hays Estate v. 
Commissioner, 50-1 ustc J 10,762, 181 F. (2d) 
169 (CA-5) (grantor’s administrative powers 
not discussed); Wilson, CCH Dec. 17,296, 13 
TC 869 (1949) (power to approve invest- 
ments and to replace trustee is not a power 
to alter, amend, revoke or terminate under 
Section 811 (d) (1)); Frew Estate, CCH Dec. 
15,848, 8 TC 1240 (1947). 

A trustee’s authority over the trust corpus 
does not in the property law sense give him 
any power to alter or amend or otherwise 
affect the interests of the beneficiaries under 
the trust. It is also true as a practical mat- 
ter, however, that such trustee’s powers 
over the family trust of family corporate 
stock will have considerable impact on the 
beneficiaries. What the grantor-trustee does 
as trustee will affect them considerably. 
The latter approach is reflected in Hager 
Estate v. Commissioner, 49-1 ustc § 10,710, 
173 F. (2d) 613 (CA-3). There the grantor- 
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trustee reserved power to direct investments 
with very wide investment authority extend- 
ing to the purchase of speculative securities, 
power to allocate receipts as between corpus 
and income and power to distribute accumu- 
lated receipts at any time. The court of 
appeals in a fresh approach to Section 
811 (d) concluded that these powers 
amounted to a power to alter or amend the 
entire portion of the trust set up by the 
grantor. Compare Commonwealth Trust Com- 
pany v. Driscoll, 50 F. Supp. 949 (DC Pa., 
1943), aff'd, per curiam, 43-2 ustc § 10,056, 
137 F. (2d) 653 (CCA-3) (a power to sub- 


stitute securities is a power to alter). 


Two issues are raised by the Hager deci- 
sion: First, does a_ trustee’s power to 
accumulate income in his discretion amount 
to a power of amendment over the entire 
trust? The practical significance of this 
question is reduced by the fact that a power 
to accumulate income is a power to desig- 
nate the persons who will enjoy the income 
within the meaning of Section 811 (c) (1) 
(B), at least when there are remaindermen 
vested or contingent other than the current 
income beneficiaries. (Industrial Trust Com- 
pany v. Commisstoner, 48-1 ustc J 10,593, 165 
F. (2d) 142 (CCA-1, 1947).) Indeed, even 
though the power to accumulate the income 
is in effect retained by the grantor outside 
the trust instrument by virtue of his control 
of the corporate dividend policies it may be 
arguable that he has retained a power to 
designate who shall enjoy the income. Com- 
pare Reeves Estate v. Commissioner, cited 
previously. " 

The second question is whether a vested 
remainder interest subject only to enlarge- 
ment by reason of accumulations or reduc- 
tion through unfortunate investments by the 
grantor-trustee with “very wide investment 
powers” is an interest subject to a power 
“to alter or amend” within the meaning of 
811 (d). Customarily a power to add to a 
remainderman’s interest has not been 
thought of as a power to alter or amend 
that interest. If the Court in finding a power 
to alter or amend was relying heavily on 
unusually broad investment powers in the 
Hager trust, the decision can be avoided 
with comparative ease in many situations. 
The decision may, however, be viewed more 
broadly. To hold that retention of usual 
control over investments in a family trust 
of family corporate stock is, in the nature 
of things, retention of a power to alter or 
amend, makes considerable sense in terms of 
an estate tax payable on all testamentary 
substitutes. It is, however, a result not 
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easily articulated in terms of the “alter or 
amend” language of Section 811 (d). More- 
over, the committee reports on the Revenue 
Act of 1924, wherein first appeared the 
counterpart of Section 811 (d), explained 
that powers to change the beneficial enjoy- 
ment of a property interest were the powers 
covered by the alter-or-amend language. 
(House Report No. 179, Sixty-eighth Con- 
gress, First Session, page 65 (1939-1 CB 
261 (Part 2)); Senate Report No. 398, 
Sixty-eighth Congress, First Session, pages 
34-35 (1939-1 CB 289 (Part 2)).) While 
these brief statements in the committee re- 
ports may not foreclose the broadest possible 
application of Section 811 (d), they do not 
assist such an approach. 


It may well be that the Commissioner will 
seek to expand Section 811 (d) to embrace a 
“substantial ownership” concept applicable 
to any trust wherein the grantor serves as 
his own trustee of stock in his family cor- 
poration. The Hager decision furnishes some 
support for this attempt, but it is at least 
doubtful whether Section 811 (d) is robust 
enough in its language or background to do 
such yeoman service. 


Powers to Accelerate or Postpone 
Enjoyment of Benefits 


If the grantor as trustee or in any other 
capacity reserves a discretionary power to 
accelerate distribution of the corpus this is 
a taxable power to terminate, at least when 
other potential takers would thereby be 
cut out. Property subject to such a power 
is taxable to the grantor’s estate. This is 
equally the case when such a power is 
lodged in an independent trustee but with 
a power in the grantor to substitute himself 
as trustee. (Loughridge Estate v. Commts- 
stoner, 50-1 ustc { 10,766, 183 F. (2d) 294 
(CA-10), cert. den. October 9, 1950.) When 
the current income beneficiaries are inde- 
feasibly vested with the remainder interests, 
however, no shift of property interests from 
one to another is involved, and a recent 
decision of the Fifth Circuit takes the view 
that a power to accelerate in such a case 
is not a power to terminate. (Hays Estate v. 
Commissioner, cited previously.) Here again 
the question is what is meant by a power to 
alter or amend. In a realistic sense, post- 
ponement or acceleration effects very real 
and very important changes from the points 
of view of both the grantor-trustee and the 
beneficiaries. On the other hand, the cases 
involving the power to terminate have un- 
failingly stressed a possible shift of benefits 
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as the basis for finding such a power. See 
Commissioner v. Holmes Estate, 46-1 ustc 
{| 10,245, 326 U. S. 480; Commissioner v. Hof- 
heimer Estate, 45-1 ustc § 10,206, 149 F. (2d) 
733 (CCA-2). This appears to be in line 
with the legislative history behind the 1936 
amendment of Section 811 (d) which placed 
the words “or terminate” in the section 
merely to clarify the law. (Congressional 
Report No. 3068, Seventy-fourth Congress, 
Second Session, page 19; House Report No. 
2818, Seventy-fourth Congress, Second Ses- 
sion, pages 9-10. See Paul, Federal Estate 
and Gift Taxation (1942) Section 7.06, note 
18.) Nevertheless, a literal construction of 
the word “terminate” seems a real possibility 
and, literally construed, any power to bring 
the trust to a premature end is a power to 
terminate. 


Where the grantor-trustee’s power to 
accumulate income or accelerate distribution 
of corpus is governed by some external 
standard it may be argued either (1) that 
the grantor has no real power to alter or 
amend and is merely a mechanical agent 
carrying out the original terms of the instru- 
ment to designated changes of conditions, or 
(2) that the power, if it be one, is a con- 
tingent power and if at the time of death 
circumstances did not authorize its exercise 
(as for example, if the beneficiary were not 
then in need), then it is not a taxable power. 
Both themes were embraced by the Second 
Circuit in Jennings, Exrs. v. Smith, 47-1 ustc 
7 10,551, 161 F. (2d) 74 (CCA-2, 1946). The 
Tax Court has followed this same approach 
with little deviation. See Wilson, cited previ- 
ously; Budlong Estate, CCH Dec. 15,378, 7 
TC 756 (1946), rev’d, on other grounds, 48-1 
ustc § 10,593, 165 F. (2d) 142 (CCA-1, 
1947) (same as Industrial Trust Company v. 
Commissioner, cited previously). But com- 
pare Nettleton Estate, CCH Dec. 14,449, 4 
TC 987 (1945) (power to apply corpus to 
income beneficiary as best interests require 
is a taxable power to alter or amend); 
Yawkey Estate CCH Dec. 17,067, 12 TC 
1164 (1949) (to same effect). 

Here again it may be questioned whether 
a power to change beneficiaries is any less 
a power to alter or amend because it is a 
power held by the grantor as trustee subject 
to some standard. Section 811 (d) does ap- 


ply to powers in whatever capacity held, and, 
furthermore, it applies to all powers. Per- 
haps a narrowly limited, carefully hedged 
duty to advance corpus in accordance with 
a standard (on certain defined contingencies) 
is not a power within the meaning of Sec- 
tion 811 (d). 


It does seem, though, that 
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some powers to advance corpus, even though 
sufficiently canalized to be subject to the 
control of an equity court, nevertheless give 
the trustee very real latitude. Compare 
Yawkey Estate, cited previously (the “best 
interests” of the beneficiary is no standard). 
Such discretionary powers may well be 
recognized as powers to alter or amend 
within Section 811 (d). 


Similarly, the decision in the Jennings case 
that contingent powers to alter and amend 
are not covered by Section 811 (d) does 
not finally dispose of the Treasury’s con- 
tention that such powers are within the 
section. One may doubt whether powers 
exercisable on alternate days or alternate 
months, or a power to advance corpus only 
after a request by the beneficiary, or even a 
power to advance corpus as the beneficiaries’ 
needs require, are contingent powers outside 
Section 811 (d). Surely the nature of the 
contingency has a real bearing on the ques- 
tion whether the power is one which in 
substance is exercisable by the grantor- 
trustee as of the date of his death. 


In connection with powers to accumulate 
income or advance corpus, it may be noted 
that the Treasury’s advisory committee on 
the integration and correlation of the estate 
and gift taxes, in its report of 1947 propos- 
ing an integrated transfer tax, recommended 
that certain powers “which allow for a 
limited type of shifting in beneficial enjoy- 
ment, shall not render the transfer incom- 
plete.” Under the present language of 
Section 811 (d) and the decisions there- 
under, it cannot be said with certainty that 
these limited powers are nontaxable. 


This general review of Sections 811 (c) 
(1) (B) and 811 (d) reveal the presence 
of many unresolved questions concerning 
‘the estate tax consequences attaching to 
the Artful Dodger Trust—wherein the 
grantor serves as his own trustee of his trust 
of family corporation stock, and reserves 
powers to accumulate income or to ad- 
vance corpus. It may be that if the trust is 
artfully drawn the grantor can retain most 
of the powers he wants and still escape the 
estate tax. The risks even under the present 
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Code are substantial. Somewhat more 
promising estate-tax-wise is the investiture 
of these powers in a third person as trustee 
—powers not presently reached by the estate 
tax. Here the danger lies in legislative at- 
tack on alter-or-amend powers in a third 
person, and the danger seems very real indeed. 
The pattern is already there in the income 
tax. A proposal to tax third-party powers 
got as far as the conference cornmittee’s re- 
port in the Revenue Act of 1936, and the 
Advisory Committee on Gift and Estate 
Taxation in 1947 incorporated the same pro- 
posal in their recommendation. 


Conclusion 


Under the present Clifford Regulations 
and the decisions under Sections 811 (c) 
(1) (B) and 811 (d) it may be possible art- 
fully to contrive a trust that promises both 
income and estate tax savings, while reserv- 
ing to the grantor as trustee control over the 
family corporation stock in the trust and 
giving him powers to apportion benefits of 
the trust within the family in accordance 
with a standard geared to the beneficiaries’ 
needs. There is absolutely no room for as- 
surance that these blessings can long be 
The Clifford Regulations may 
change. The courts may follow the lead of 
the Third Circuit in Hager Estate, and adopt 
the broadest interpretation of Section 811 
(d); and there is as yet no apparent disposi- 
tion on the part of the Treasury to yield 
anything which the broad language of the 
section might reach. If these prophecies of 
doom are not sufficient, one need only con- 
template the virtual certainty of legislative 
revision of the present relationship between 
inter-vivos gifts and death transfers, to the 
prejudice of the former. 


The calculated risk involved in the crea- 
tion of the Artful Dodger Trust will not de- 
ter its use by those grantors fascinated by 
even the possibility of the tax savings to be 
achieved. Nevertheless, the risk is great 
and the cost of irrevocability may be high. 


[The End] 


CONSTITUTIONAL REVISION IN ILLINOIS 


Illinois citizens have approved the so-called “Gateway Amendment” to 
their constitution, an amendment which may lead to the revision of some of 
the state taxing laws. Pursuant to the terms of this measure, the state legis- 
lature is authorized to propose amendments to as many as three articles of 
the constitution at one session. In addition, the affirmative votes of only two 
thirds of those voting on a proposition are required in order for it to become law. 
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Tax Problems of Revocable Trusts 


By BYRON E. BRONSTON 


. . . SECOND VICE-PRESIDENT, TRUST DEPARTMENT, 
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COMPANY . 


TAXATION LAW, 


OUR CONCEPT of a revocable trust 

before you became more expert in the 
field of taxes was, I dare say, that such a 
trust was in the nature of a glorified agency 
—a sort of Gorgeous Gussie, fancy-pants 
arrangement. How disarming can be our 
thinking prior to the time when the full 
bloom of understanding comes to us! 


For income, gift and estate tax purposes, 
the term “trust” has a varied meaning. A 
trust must, of course, comprise property. 
It must be something with sufficient objec- 
tive existence to permit the concept of one 
person holding title to it while, at the same 
time, another person owns a beneficial in- 
terest in it. 


Whether or not the trust is revocable or ir- 
revocable is a question to be determined only 
by the weighing and analyzing of a host of 
factors, many of which will be peculiar to the 
particular situation at hand. The taxation of 
gifts in trust is dependent upon the factors 
which determine the extent of the donor’s 
relinquishment of the property. Among 
these factors are the powers of revestment 
and amendment. For gift tax, estate tax 
and income tax purposes, however, the tests 
do not necessarily coincide. Our discussion 
will be confined to various facets of the 
problems surrounding revocable trusts. 


A revocable trust is generally treated for 
income tax purposes as if no trust existed 
at all. It is sufficient that the language of 
the trust be construed to mean that the 
trust is revocable in practical effect, though 
technically it may not be. If the grantor 
retains by some action on his part or by an 
action which he can exercise in conjunc- 
tion with another person, whose interests 
are not substantially adverse to the taking 
of such action, the power to get the res 
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back, he has created a revocable trust with- 
in the definition of Code Section 166. It 
is interesting, perhaps, to note that Sen- 
ate Finance Committee Report No. 396, 
Sixty-eighth Congress, describes a revo- 
cable trust as the creation of a trust con- 
stituting nothing but an assignment of the 
right to receive future income. Even though 
the grantor expressly provides that the 
trust shall be irrevocable, the retention by 
him of certain rights and powers may 
amount to the substantial equivalent of a 
power to revest. The determining factor 
is the intent of the grantor, which must be 
gathered from an analysis of the trust in- 
strument in its entirety and from circum- 
stances attendant upon its creation. The 
test of the applicability of Secton 166 is the 
existence of a power rather than its exer- 
cise. The controlling factor is not what the 
grantor does, but what he can do. Since a 
revocable trust is taxed to the grantor as if 
the trust did not exist, it follows that the 
loss of the trust corpus is a loss of the 
grantor which may be deducted on his 
individual return. 


Control over Corpus 
Rather Than Income 


Section 166 relates to those powers which 
are connected with control over the corpus 
of the trust rather than over its income. 
Where the present right to reacquire the 
property rests in the grantor’s sole discre- 
tion, he is taxable upon the trust income. 
The creation of the trust is not taxable as a 
gift, and the trust corpus is includible in 
his estate. 


The grantor named in the instrument may 
be grantor in name only, the real grantor, 
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who furnished the property or consideration 
leading to the creation of the trust, not. ap- 
pearing as such in the formal wording of 
the instrument. The test applicable to a 
determination of who is the real grantor is 
the same for both income and estate tax 
purposes, namely, the ascertainment of who 
furnished the consideration for the creation 
of the trust. On the negative side of this 
rule, the following recent case is of interest: 
Alice G. Preston Estate, CCH Dec. 17,772, 
14 TC —, No. 158. The decedent’s brother- 
in-law had’ set up a trust for the decedent, 
the income to be paid to her for life. The 
grantor gave the trustee a check for $125,000, 
the only asset of the trust. On the following 
day, the trustee loaned the grantor $125,000, 
for which he gave the trustee his note or 
personal bond agreeing to repay within a 
time certain with interest. The trust instru- 
ment gave the trustee the power to lend to 
the grantor. The decedent died intestate. 
No income tax returns had been filed by 
or for her for four years prior to her death. 
The administratrix filed the returns but did 
not include the income from the trust. The 
Commissioner determined deficiencies for 
the years in question. The petitioner claimed 
that the trust was revocable and that under 
Section 166, the income was not taxable to 
the decedent but to the grantor. The 
court, however, upheld the Commissioner, 
taxing the income to the decedent. 


Adverse Interest 


I have summarized the general rules ap- 
plicable to various types of reserved powers. 
If the grantor’s power to reacquire the 
trust corpus is exercisable in conjunction 
with another person, it is important to de- 
termine whether the latter has a “substantial* 
adverse interest.” If he has not, the income, 
estate and gift tax consequences are the 
same as though the grantor could exercise 
such power alone—he is taxable upon the 
trust income under Section 166, the trust 
corpus is includible in his estate and no gift 
tax is incurred. Where the power is exercis- 
able only with an adverse interest, the gran- 
tor avoids income tax on the trust income, but 
the trust corpus in nonetheless includible in 
his estate under Code Section 811(d). Prob- 
ably the creation of such a trust also consti- 
tutes a taxable gift. A recent example is that 
of a decedent grantor who established a trust 
on December 3, 1936, under the terms of which 
the income of seven ninths of the trust estate 
was payable to his wife for life and, after 
her death, payable to the grantor for life. 
The trust was irrevocable but could be revoked 
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or terminated by the writtén consent of “all 
of the then living beneficiaries” twenty-one 
years or more of age. The Commissioner held 
the value of the trust estate includible in 
the gross estate of the decedent under Sec- 
tion 811(d)(1). The court found that the 
grantor was a beneficiary and that under 
the trust agreement, he actually had the 
power, in conjunction with other benefici- 
aries of the same class, to revoke or termi- 
nate the trust. Estate of A. Frank Seltzer 
v. Commissioner, 49-1 ustc J§ 10,719 (CA-6), 
aff’g CCH Dec. 16,408, 10 TC 810 (1948). 


Let us assume that the grantor’s reacqui- 
sition of the trust corpus is dependent upon 
the exercise of another’s discretion (where 
the grantor is not required to join in the 
exercise of the power). Here, the adverse 
or nonadverse character of the other per- 
son’s interest is again important. If that 
person is not adverse to the grantor, the 
grantor remains taxable on the trust income, 
and the creation of the trust is probably not 
a taxable gift. Note, however, that in this 
case, the trust corpus appears not to be in- 
cludible in the grantor’s estate for estate 
tax purposes. If the other person has an 
adverse interest, the grantor avoids both in- 
come tax and estate tax and is probably subject 
to gift tax upon the creation of the trust. 


Where a person has a “substantial adverse 
interest” in the corpus of the trust or in the 
income from it and if his consent is required 
before the grantor may reacquire the trust 
property, the grantor is not taxable upon 
the trust income. The courts have held 
that a life beneficiary or a vested remainder- 
man is clearly adverse with respect to the 
portion of the trust from which his interest 
is derived. There are, however, many border- 
line situations in which the beneficiary’s 
interest is contingent or is, in turn, depend- 
ent upon another’s discretion. Generally 
speaking, a person has no adverse interest 
merely because he has a natural incentive 
to preserve the interest of the present bene- 
ficiaries. It has been held that even a bene- 
ficiary may not be “adverse” where he is 
closely related to the creator. The fiduciary 
relationship of a trustee does not constitute 
an adverse interest, and his right to com- 
missions does not make his adverse interest 
substantial. In Cohen, CCH Dec. 17,845, 15 
TC —, No. 40 (1950), the taxpayer as the 
settlor trustee of a trust, the life benefici- 
aries of which were his wife and daughter, 
was not taxable on the net income of the 
trust, since he did not retain control over 
the properties transferred. He had no power 
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to revoke the trust, alter or amend its terms, 
avail himself of the income or change the 
beneficiaries. The fact that he had broad 
power of management over the trust income 
and limited discretion over the distributing 
or withholding of trust income to the bene- 
ficiaries was not decisive, since the trust in- 
denture was specific as to his duties and 
a court of equity could protect the benefici- 
aries’ rights. 


Powers Equivalent to Revestment 


With respect to powers equivalent to re- 
vestment, for estate tax purposes, the trust 
corpus may be taxable even though the 
grantor’s powers of amendment fall short 
of the power of revestment but the power 
to revest is ordinarily required in order to 
subject the grantor to income tax. In 
Percy M. Chandler v. Commissioner, 41-1 ustc 
§ 9394, 119 F. (2d) 623 (CCA-3), the grantor 
set up a trust with his wife as beneficiary. 
Under the agreement, the grantor reserved 
to himself the right to sell to or buy from 
the trust estate at his own price and to 
direct the disposition to himself of all or 
any of the trust fund for such consideration 
and upon such terms as he might direct. 
The court held that the income was taxable 
to the grantor, his reservation of power be- 
ing equivalent to the right to revoke the 
trust. The court stated that, in its opinion, 
the reservation by the settlor of the power 
to deal with the trust assets for his own 
benefit was irreconcilable with the funda- 
mental principle underlying all fiduciary re- 
lationships, that the fiduciary must act solely 
in the interest of the cestui que trust and, 
therefore, may not have personal dealings 
with the trust property. As owner of the 
assets, the grantor, of course, had the right 
to reserve such a power. His doing so, said 
the court, clearly indicated that he did not 
intend to impose upon himself fiduciary re- 
straints enforceable by the trust beneficiaries. 


Even where the grantor’s power of re- 
vestment does not depend upon the consent 
of an adverse party, he may, nevertheless, 
avoid income tax where the power is de- 
pendent upon a contingency not subject 
to his control, but the tax may not be 
avoided by the device of making revocation 
dependent upon the giving of notice prior 
to the taxable year. The trust corpus may 
not be subject to estate tax if the power of 
revestment was subject to a contingency at 
the time of the grantor’s death. The tax 
may attach, however, where such contingent 
power would have been exercisable by the 
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decedent alone or with a nonadverse interest. 
In Estate of Paul Loughridge v. Commis- 
stoner, 50-1 ustc § 10,766, 183 F. (2d) 294 
(CA-10), cert. den. October 9, 1950, the 
decedent’s mother transferred property to 
him by a deed of gift which contained a re- 
quest that decedent make provision for his 
children with such portion of the property 
as he should determine was proper. The 
decedent set up a trust the day after the gift 
was received from his mother. He and his 
wife were trustees and had the power to 
alter, amend or extend’ all or any of the 
terms of the trust. Subsequently, the trust 
was amended and the decedent and his wife 
resigned as trustees, a bank being named as 
successor trustee. Article 12 of the agree- 
ment provided that any trustee was to 
resign upon written notice from the dece- 
dent not less than thirty days after receipt of 
such notice and that the decedent might appoint 
a successor trustee. The court held that the 
decedent must be considered the creator of the 
trust and not merely a conduit for the passage 
of the property from decedent’s mother and 
that therefore, the trust property was taxable 
on account of the reservation of a power to 
terminate and thus shift beneficial interests. 
The court further held that at the decedent’s 
death he was possessed of a power to remove 
the trustee of the trust created by him and 
appoint himself as successor trustee. Al- 
though a thirty-day notice had to be given 
to the existing trustee in order to obtain 
the trustee’s resignation, the right to require 
the resignation was held not to be subject 
to substantial conditions. There was, how- 
ever, a dissenting opinion filed holding that 
since no notice had been given at the time of 
the decedent’s death to remove the trustee 
and appoint a successor, Code Section 
811(d)(3) was not applicable. 


If the grantor reserves the power to 
amend the trust even though he may not 
reacquire the corpus himself, the trust is 
subject to estate tax. Such powers include 
the designation of beneficiaries by will and 
the reallocation of beneficiaries’ interests dur- 
ing the grantor’s lifetime. The tax attaches 
even though the power is exercisable only in 
conjunction with a person having an adverse 
interest. Decedent and his wife, domiciled 
in Texas, executed in 1937 and 1938 five 
trust agreements for the benefit of their 
daughters. Under the terms of each of the 
trusts, the decedent had the power at any 
time to terminate the trust and deliver the 
trust estate to the beneficiary or benefici- 
aries then entitled thereto. From 1937 to 
1942 inclusive, the grantors transferred cer- 
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tain community property to such trusts as 
gifts. The decedent died in 1942. The 
question before the court was whether 
the Commissioner erred in including in the 
value of the decedent’s gross estate the 
value of the five trusts as of the date of his 
death. The court held for the Commis- 
sioner, stating that a donor who keeps so 
strong a hold over the actual and immediate 
enjoyment of what he puts beyond his own 
power to retake has not divested himself 
of that degree of control which Section 
811(d)(2) requires in order to avdid the tax. 
It is interesting to note that the court also 
found that the value of the wife’s one-half 
interest in community property originally 
transferred and also the value of properties 
acquired with trust income were includible 
in the decedent’s gross estate, since his 
power to terminate extended to the entire 
estates and the death of the decedent com- 
pleted the inter-vivos trusts. Showers, CCH 
Dec. 17,651, 14 TC —, No. 111 (1950), citing 
Commissioner v. Holmes, 46-1 ustc J 10,245, 
326 U. S. 480. 


With further respect to the power to 
amend without revestment, the power of 
amendment may be one factor in determin- 
ing the grantor’s liability for income tax as 
the “owner” of the trust property, but the 
power of amendment alone does not impose 
the tax. Where the grantor’s power of 
amendment extends to a reapportionment 
among beneficiaries, no gift tax is incurred 
until the grantor relinquishes such power. 
The income from the trust may constitute 
a gift when the right to such income vests 
in a beneficiary. 


Power to Allocate Income 


For liability for estate tax because of res- 
. ervation of the power to allocate income, see 
Commissioner v. Hager Estate, 49-1 ustc 
q 10,710, 173 F. (2d) 613, holding that the 
grantor retained to himself, as trustee, sufh- 
cient alteration or amendment power to 
affect very substantially the interests of the 
life tenants and the remaindermen, even 
though he could not, unless he lost all of the 
money of the trust by unfortunate investments, 
completely eliminate the remaindermen. 


Discretionary Powers 


With respect to the reservation of dis- 
cretionary powers, see Estate of Mary H. 
Hays v. Commissioner, 50-1 ustc J 10,762, 181 
F, (2d) 169 (CA-5), in which the grantor- 
trustee reserved the right to withhold trust 
income from the beneficiary and add it to 
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the principal. The court held that no ar- 
bitrary power to accumulate income was 
vested in the trustee but that such power 
was discretionary and governed by determi- 
nable standards, namely, the best interests 
of the beneficiaries and the trust. 


Another case of interest is-that of the 
Estate of Henry J. Mollenberg v. Commis- 
sioner, 49-1 ustc J 10,715, 173 F. (2d) 698 
(CA-2), aff'g CCH Dec 16,183(M), 6 TCM 
1298, involving the transfer of business in- 
terests to sons of the grantor, allegedly for 
a consideration. The grantor, as trustee, 
retained the power to make withdrawals 
from the principal of the trust for the bene- 
fit of any of the beneficiaries and also to 
terminate the trust at any time and pay the 
principal to the income beneficiaries. The 
court held the trust property includible in 
the gross estate of the decedent and pointed 
out that the word “sale” means an exchange 
resulting from a bargain, one in which the 
beneficiary gives or the grantor receives 
something of a money value or a binding 
promise. In this instance, the grantor paid 
a gift tax at the time of the creation of the 
trust, and the court found this to be an addi- 
tional circumstance indicating that there 
had been no sale. 


Gain or Loss 


The rules of basis for determining gain 
or loss with respect to revocable trusts are 
set forth in Sections 113(a)(2), 113(a)(3) 
and 113(a)(5). Since Section 113(a)(4) 
pertains to transfers before January 1, 1921, 
for practical purposes we may disregard it. 


Section 113(a)(2) provides that if the 
property was acquired by gift after Decem- 
ber 31, 1920, the basis shall be the same as it 
would be in the hands of the donor or the 
last preceding owner by whom it was not 
acquired by gift. However, for the purpose 
of determining loss, if the adjusted basis is 
greater than the fair market value of the 
property at the time of the gift, the basis 
shall be the fair market value. 


The basis under Section 113(a)(3), ap- 
plicable likewise to transfers in trust after 
December 31, 1920 (other than transfers 
in trust by gift, bequests or devise), is the 
same as it would be in the hands of the 
grantor, increased in the amount of gain or 
decreased in the amount of loss recognized 
to the grantor, adjusted to the year in which 
the transfer was made. 


Prior to the 1942 Revenue Act, all trans- 
fers in trust, with the exception of those 














eo + = i & 


se 








having a basis determined pursuant to Sec- 
tion 113(a)(5), were given a basis deter- 
mined in accordance with Section 113 (a) (3). 
The 1942 Revenue Act provided that trans- 
fers in trust by gift during the grantor’s 
lifetime are to be given a basis in accordance 
with Section 113 (a) (2). This, in effect, 
overruled Newman, CCH Dec. 14,184, 4 TC 
226 (1944), following the purport of the 
dissenting opinion in that case. Transfers 
in trust other than by gift, bequest or devise 
are accorded a basis in accordance with 
Section 113(a) (3). 


With respect to a trust having a basis 
determined either by Section 113 (a) (2) or 
113(a)(3), the fact that the trust later is 
taxed under Section 811(c) or 811(d) for 
federal estate tax purposes has no effect 
upon the basis except as hereinafter noted. 
The constitutionality of compelling the donee 
to use the donor’s cost in a case where the 
gift was held taxable as made in contempla- 
tion of death was upheld by the Supreme 
Court in Taft v. Bowers, 1 ustc { 368, 278 
U. S. 470 (1929). 


The exception hereinbefore referred to 
arises where a trust is revocable, the grantor 
retaining the right to income or the right to 
control its disposition, and where the basis 
upon the death of the donor is determined 
after his death under Section 113 (a)(5). 
Such a trust pays an estate tax, and the 
basis shifts as of the donor’s death to the val- 
ue of the trust property either as of the 
date of his death or one year thereafter if 
optional values are used pursuant to the pro- 
visions of Section 811(j). In order for the 
basis to shift, it is essential that both of the 
requirements of Section 113(a)(5) be met, 
namely, that the trust be revocable and that 
the grantor retain control over the income. 
Since this is an exception to the general rule, 
Section 113(a)(5) cases should be narrowly 
construed. 


If for basis purposes the trust is taxable 
under Section 113 (a) (5) after the donor’s 
death, the holding period of the trustee or of 
the beneficiary begins with the date of the 
donor’s death. This is set forth in GCM 
19347 (1938-1CB-218), supported by Dewees, 
CCH Dec. 13,048, 1 TC 791 (1943). How- 
ever, this interpretation may be subject to 
some question in view of the language in 
Helvering v. Gambrill, 41-1 ustc J 9360, 313 
U. S. 11, in which the Supreme Court states 
that the holding period “embraces not only 
full ownership but also any interest whether 
vested, contingent or conditional.” While 
the latter case did not involve the ques- 
tion of the shifting of basis under Section 
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113(a)(5) and the Court’s language is dic- 
tum, it may be regarded, however, as a 
possible direction pointer. 


Conversely, it has been decided that the 
holding period does not begin until the de- 
cedent’s death where the property was 
transferred by the decedent to a revocable 
trust and, therefore, had as its basis the 
value at the time of death. Fifth Avenue 
Bank v. U. S., 41-2 ustc J 9722, 41 F. Supp. 
428 (Ct. Cls.), cert. den. 315 U. S. 820 
(1942). Where the property was purchased 
after death by the fiduciary, the holding 
period, of course, begins on the date of such 
purchase. It would seem that the hold- 
ing period is not affected by the valuation 
of the estate for estate tax as of one year 
after death. 


Where a beneficiary may have received 
shares of stock in distribution of a trust 
and was also the owner in his own right of 
other shares of stock of the same company, 
in the absence of specific identification of 
shares sold, the sale of shares acquired at 
different times or at different prices is con- 
trolled by the “first-in, first-out” presump- 
tion. Helvering v. Campbell, 41-1 ustc J 9359, 
383: U.S: 35: 


1950 Revenue Act Problems 


I should like to pose a problem which may 
arise by reason of the 1950 Revenue Act 
amendment covering the treatment of liter- 
ary, musical or artistic compositions, etc. 
(See Sections 117(a)(1) and 117(j)(1), as 
amended.) Let us assume that Smith, a 
lawyer, writes a television show. He as- 
signs his interest in the show to a trust, re- 
serving the right to dispose of the income 
and the right to revoke. After his death, 
pursuant to the terms of the trust, the in- 
come is payable to his son, and his son has the 
right to direct the sale of the property in 
the trust and to terminate the trust at any 
time. May it not be argued that, after 
Smith’s death, the proceeds of a sale of the 
television show will be subject to the basis 
provided in Section 113(a)(5) and will be 
treated as a capital asset in the hands of 
the son rather than as ordinary income as 
is would have been treated if Smith himself 
had sold the show? 


Marital Deduction 


To the extent that property passing by a 
revocable trust may qualify as an “interest 
in property passing from the decedent,” it 
may qualify for the marital deduction. If 
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the decedent has created an inter-vivos trust 
taxable under Section 811(d) with property 
which would qualify for the marital deduc- 
tion, it must still qualify under Section 812(e) 
in order that the deduction may be allowed. 
If an interest in property is includible in the 
gross estate and if that interest “passes” to 
the surviving spouse, the deduction is gen- 
erally the value of that interest at the date 
of death. If, however, the executor elects to 
value the estate under Section 811(j) (one 
year after death), the interest in property 
qualifying for the marital deduction will 
likewise be valued under that section. 


Whether an individual is a “surviving 
spouse” of the decedent depends upon the 
marital status at the time of death. A legal 
separation which has not terminated the 
marriage does not affect such status. If an 
inter-vivos transfer subject to estate tax was 
made by the decedent to an individual to 
whom he was not then married, the deduc- 
tion is nevertheless allowable if they were 
married at the time of the decedent’s death. 


Conversely, if such an inter-vivos transfer 
was made to an individual to whom the 
decedent was then married, the deduction is 
not allowable if they were not married at 
the time of death. This latter result is ap- 
parently intended to apply whether the mar- 
riage has been terminated by divorce or by 
the donee’s death. 


If, after this condensed treatment of a 
relatively narrow area of trusts subject to so 
many vagaries, you fear that you are now 
in a seemingly advanced state of mental 
confusion, you might test yourself as a cer- 
tain member of the Chicago bar of some 
three score years and ten was recently 
tested. He was mentally confused and his 
doctor had him in the hospital for treatment. 
One day, the two of them were walking 
down the corridor, when a particularly at- 
tractive nurse passed them. The lawyer 
turned, as though he were suddenly coming 
out of nowhere, and was heard to exclaim, 
“Pretty neat!” At which point, his doctor 
commented, “You're cured.” [The End] 





Liquidating a Shareholder’s Interest 


in a Closely Held Corporation 


By C. IVES WALDO, Jr. 


Attorney, Hopkins, Sutter, Halls, 
DeWolfe and Owen, Chicago 


SHAREHOLDER in a publicly owned 

corporation who desires to dispose of 
his shares merely calls his broker and a 
sale is promptly effected on a securities ex- 
change. Any amount realized in excess of 
cost is taxed under Section 117 (a) of the 
Internal Revenue Code as capital gain. 
Disposing of stock in a closely held corpo- 
ration, however, is not generally this sim- 
ple. There is no established market for such 
stock. It will usually not be possible to 
find a purchaser outside the existing group 
of stockholders. Indeed, it will often be 
found that even the other shareholders in 
the corporation will not wish to purchase 
additional shares, particularly if the deal 
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must be financed out of their personal funds. 
However, it may happen that the corpora- 
tion, despite the restrictions of Code 
Section 102, has accumulated surplus, not 
required in the conduct of its business, suf- 
ficient to purchase the shares desired to be 
disposed of. Having the corporation pur- 
chase the shares appears at first blush a 
happy solution to the problem. Indeed, in 
many situations it may be the only feasible 
one. At this point, however, Code Sec- 
tion 115 (g) rears its ugly head. To the 
extent that the corporation has accumu- 
lated earnings, the shareholder may find to 
his dismay that what he considered to be 
a sale was, for tax purposes, not a sale at 
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all but a distribution of earnings taxable as 
a dividend at ordinary rates.’ The amount 
subject to tax at ordinary rates will be the 
entire purchase price received for the shares 
—not merely the excess of such price over 
the amount of the shareholder’s investment. 
In fact, it would appear that his basis for 
the shares probably has been forfeited and 
that he will receive no tax benefit therefor.’ 


Code Sections 115 (c) and (g) 


In the Revenue Act of 1942, Code Sec- 
tion 115 (c) was amended to provide that 
amounts distributed in partial liquidation of 
a corporation would be treated as partial 
or full payment in exchange for the stock, 
in the same manner as distributions in com- 
plete liquidation, and subject to the usual 
capital gains limitations. Prior to that time 
gains realized in partial liquidations had 
been taxed like short-term capital gains.* 
In according full capital gain treatment to 
partial liquidations, Congress expressed the 
intent that Section 115 (g) serve as general 
watchdog in the field of corporate liquida- 
tions to prevent any dividends from creep- 
ing into the capital gains fold in the sheep’s 
clothing of a partial liquidation.* This sec- 
tion, which, since the Revenue Act of 1950 
may more accurately be designated Sec- 
tion 115 (g) (1), provides: 


“If a corporation cancels or redeems its 
stock (whether or not such stock was issued 
as a stock dividend) at such time and: in 
such manner as to make the distribution 
and cancellation or redemption in whole or 
in part essentially equivalent to the distri- 
bution of a taxable dividend, the amount so 
distributed in redemption or cancellation 





1 See, generally, Miller, ‘‘Stock Redemptions,’’ 
Proceedings of New York University Sixth An- 
nual Institute on Federal Taxation (1948), p. 
307; Murphy, “Partial Liquidations and the New 
Look,”’ 5 Tax Law Review 73 (1949): Bittker 
and Redlich, ‘‘Corporate Liquidations and the 
Income Tax, 5 Tax Law Review 437, 455ff. 
(1950): Kennedy, ‘‘Section 115 (g) and the Dis- 
position of Closely Held Interests,’’ Proceedings 
of New York University Eighth Annual Institute 
on Federal Taxation (1950), p. 396. 

2See Katcher, ‘‘The Case of the Forgotten 
Basis: An Admonition to Victims of Internal 
Revenue Code Section 115 (g),’’ 48 Michigan 
Law Review 465 (1950). The author suggests 
a number of possible theories by which the tax- 
payer might get the benefit of his basis in such 
a case. 

’ For a discussion of the history of Sections 
115 (c) and (g), see Murphy, article cited, foot- 
note 1. 

*House Report No. 2333, 77th Congress, 2d 
Session (1942), 1942-2 CB 372, 412. 

5 Smith v. U. 8., 41-2 ustc | 9565, 121 F. (2d) 
692 (CCA-3); Lowenthal v. Commissioner, 48-2 
ustc {§ 9345, 169 F. (2d) 694 (CCA-7); Pullman, 
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of the stock, to the extent that it represents 
a distribution of earnings or profits accumu- 
lated after February 28, 1913, shall be treated 
as a taxable dividend.” 


When Is Sale a Redemption? 


In entering upon a consideration of the 
factors which will render a distribution tax- 
able under Section 115 (g) it may be noted 
at the threshhold that the section only pur- 
ports to apply when a corporation “cancels 
or redeems” its shares. Is not the entire 
problem obviated by selling the shares to the 
corporation and thus avoiding redemption 
and cancellation thereof? It is now per- 
fectly clear that the statutory concept of a 
redemption is broad enough to cover any 
reacquisition, whether by purchase or other- 
wise, of shares which are subsequently can- 
celed and retired. There is some support 
for the view that if the reacquired shares 
are purchased and not canceled but held as 
treasury shares there may have been a sale 
not within the purview of Section 115 (g).° 
While the law is not yet entirely settled on 
this point, it is no longer safe to rely 
on holding the repurchased shares in the 
corporate treasury as an escape from Sec- 
tion 115 (g)* unless a showing can be made 
that the corporation is actually dealing in 
the shares as it might in those of another 
company or that there is a bona-fide possi- 
bility that the shares may be reissued.® 


When Is Redemption 
Equivalent to Dividend? 


Let us turn to situations which clearly in- 
volve redemptions for purposes of Sec- 
tion 115 (g), and proceed to examine the 


Inc., CCH Dec. 15,596, 8 TC 292 (1947). Com- 
pare Cohen Trust v. Commissioner, 41-2 ustc 
7 9564, 121 F. (2d) 689, 691 (CCA-3) (sale fol- 
lowed by cancellation of shares held redemption 
under pre-1942 Section 115 (c)); Gladys C. Blum, 
CCH Dec. 14,622, 5 TC 303 (1945) (same). See 
also Lucius Pitkin, Inc., CCH Dec. 17,232, 13 
TC 547 (1949). Compare cases cited in foot- 
note 7. 

* Alpers v. Commissioner, 42-1 ustc § 9297, 126 
F. (2d) 58 (CCA-2); Fox v. Harrison, 44-2 ustc 
§ 9512, 145 F. (2d) 521 (CCA-7); R. W. Creech, 
CCH Dec. 12,240, 46 BTA 93 (1942), acq. 1942-1 
CB 4. 

7In the following cases Section 115 (g) was 
applied although the shares were ‘‘sold’’ to the 
corporation and held in the treasury: Kirschen- 
baum v. Commissioner, 46-1 ustc § 9231, 155 F. 
(2d) 23 (CCA-2), cert. den. 329 U. S. 726 (1946); 
Wall v. U. 8., 47-2 ustc 7 9395, 164 F. (2d) 462 
(CCA-4); James F. Boyle, CCH Dec. 17,721, 14 
TC —, No. 157 (1950). 

8 Commissioner v. Snite, 49-2 ustc J 9470, 177 
F. (2d) 819 (CA-7) (shares held in the treasury 
for resale to employees). 
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criteria which have been used in determin- 
ing whether given transactions are partial 
liquidations taxable under Section 115 (c) 
as capital gains, or the equivalent of ordi- 
nary dividends and taxable at full rates un- 
der Section 115 (g). In some cases courts 
have laid stress upon the “net effect” of the 
distribution as being controlling, and have 
minimized the importance to be given to the 
intent or purpose of the shareholder or his 
corporation.” It has even been suggested 
that any distribution in redemption of shares 
has the net effect of a dividend to the extent 
that it includes earned surplus.” This would 
simply result in all liquidations being taxed 
as dividends to the extent of earnings, and 
the problem we are discussing here would 
not exist.. Fortunately, this theory has not 
prevailed. A dividend normally involves a 
pro-rata distribution of profits among all 
shareholders of a corporation, leaving each 
shareholder with his investment intact and 
the proportionate interest of each share- 
holder in the corporation unchanged. A pro- 
rata redemption of shares out of earnings 
achieves much the same result and may prop- 
erly be said to have the “net effect” of a divi- 
dend. The Treasury Regulations ™ provide: 


“A cancellation or redemption by a cor- 
poration of a portion of its stock pro-rata 
among all the shareholders will generally be 
considered as effecting a distribution essen- 
tially equivalent to a dividend distribution 
to the extent of the earnings and profits ac- 
cumulated after February 28, 1913.” 


The other extreme, of course, is the situ- 
ation where the entire holding of a single 


* Flanagan v. Helvering, 40-2 ustc { 9710, 116 

F. (2d) 937 (CA of D. C.) (‘‘But the net effect of 
the distribution rather than the motives and: 

_ plans of the taxpayer or his corporation is the 
fundamental question in administering section 
115 (g)’’); Hirsch v. Commissioner, 41-2 ustc 
9 9782, 124 F. (2d) 24 (CCA-9); Smith v. U. 8., 
footnote 5; Fostoria Glass Company v. Yoke, 
42-2 ustc { 9616, 45 F. Supp. 962 (DC W. Va.). 


See Kirschenbaum v. Commissioner, foot- 
note 7. The court was influenced by Bedford 
v. Commissioner, 45-1 ustc f 9311, 325 U. S. 283, 

ewhich involved an interpretation of Code Sec- 
tion 112 (c) (2). 


1 Regulations 111, Section 29.115-9. 
2 Regulations 111, Section 29.115-9. 


13 Commissioner v. Snite, footnote 8 (acquisi- 
tion for resale to key employees); R. W. Creech, 
footnote 6 (corporation desired to eliminate 
debts owed it by its principal shareholders) ; 
Bona Allen, CCH Dec. 10,980, 41 BTA 206 (1940), 
nonacq. 1940-1 CB 5 (acquisition necessary in 
order to borrow at lower interest rate); Harry 
A. Koch, CCH Dec. 7741, 26 BTA 1025 (1932), 
nonacq. XII-1 CB 19 (bank refused further 

- credit until capital stock was reduced). 
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shareholder is redeemed, leaving him with 
no continuing interest in the corporation. 
The Regulations * further provide: 


“On the other hand, a cancellation or re- 
demption by a corporation of all of the stock 
of a particular shareholder, so that the 
shareholder ceases to be interested in the 
affairs of the corporation, does not effect 
a distribution of a taxable dividend.” 


An examination of the decisions, however, 
indicates that in addition to applying the 
“net effect” test the courts will carefully 
examine all the surrounding circumstances 
with a view to determining whether the 
distribution is a bona-fide liquidation or is 
intended merely as a device to bail out 
earnings at capital gain rates. The exist- 
ence of a legitimate corporate business 
purpose for the distribution is helpful in 
establishing that a genuine liquidation is 
involved.” A bona-fide desire to contract 
or to liquidate a portion of the business is 
generally accepted as such a purpose.“ On 
the other hand, where there is no discernible 
business purpose, or where the main pur- 
pose of the distribution is to provide funds 
needed by the shareholder, a holding that 
the distribution is equivalent to a dividend 
may generally be expected.” A record of 
liberal cash dividend payments is usually 
considered evidence that the distribution is 
not a substitute for a dividend,” whereas a 
tendency to accumulate rather than distrib- 
ute earnings arouses suspicion.” A redemp- 
tion is more likely to be held a dividend if 
the shares were originally issued as a stock 
dividend * than if they were acquired as a 


14 Commissioner v. Babson, 1934 CCH Standard 
Federal Tax Reports { 9229, 70 F. (2d) 304 
(CCA-7), cert. den. 293 U. S. 571 (1934); Samuel 
A: Upham, CCH Dec. 14,484, 4 TC 1120 (1945), 
acq. 1945 CB 7; Heber Scowcroft Investment 
Company, CCH Dec. 14,675(M), 4 TCM 755 
(1945); Joseph W. Imler, CCH Dec. 16,691, 11 
TC 836 (1948), acq. 1949-1 CB 2. 

% Flanagan v. Helvering, footnote 9; De Nobili 
Cigar Company v. Commissioner, 44-2. ustc 
{ 9371, 143 F. (2d) 436 (CCA-2); Pullman, Inc., 
footnote 5; James A. Boyle, footnote 7. 

16 Commissioner v. Snite, footnote 8. 


17 Goldstein v. Commissioner, 40-2 ustc % 9513, 
113 F. (2d) 363 (CCA-7); J. Natwick, CCH Dec. 
9807, 36 BTA 866 (1937); but see Joseph W. 
Imler, footnote 14, where the Tax Court felt 
that a conservative dividend policy of long 
standing negatived an implication that the re- 
demption was a dividend. 


1% Section 115 (g) first appeared in the Rev- 
enue Act of 1921 where its purpose was to tax 
as a dividend redemptions of shares issued as 
tax-free stock dividends under Hisner v. Ma- 
comber, 1 ustc { 32, 252 U. S. 189 (1920). See 
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bona-fide investment.” A sale at the share- 
holder’s cost basis suggests an absence of 
arm’s length bargaining and should be 
avoided.” It should be emphasized that 
no one factor is controlling and that each 
case will be considered and decided on its 
own particular facts. 


Pro-Rata Redemptions 


Where a capital gain result is important, 
pro-rata redemptions should be avoided. 
They invite attack by the Commissioner and 
have often fared badly in the courts.” How- 
ever, where a genuine business purpose ex- 
ists, even strictly pro-rata redemptions have 
been held not to be equivalent to a divi- 
dend.*” In the Joseph W. Imler case,™ de- 
cided by the Tax Court in 1948, the 
corporation was engaged in the business of 
retinning and soldering metals and in the 
rental of excess space in five buildings 
which it owned. In December, 1941, the’ 
top two floors of its seven-story building 
were destroyed by fire. The company re- 
covered $28,603 as fire insurance proceeds. 
It was found that it would cost $40,000 to 
$50,000 to rebuild. The company decided to 
and did roof over the fifth floor at a cost 
of $15,340. About the same time the retin- 
ning and soldering business was abandoned. 
It was decided that the rest of the insurance 
proceeds were not needed in the business 
and $15,000 of surplus was used by the com- 
pany to buy shares of its stock pro-rata 
from its three shareholders. The shares in 
question had been purchased by the share- 
holders for cash. Petitioner reported a cap- 
ital gain. The Tax Court held that this was 
a partial liquidation under Section 115 (c) 
and not a dividend under Section 115 (g). 
The court said: “This was a bona-fide con- 
traction of business operations and a conse- 
quent reduction in capital used. The company 
thus had a real and legitimate purpose for 
reducing its outstanding capital stock.” 


(Footnote 18 continued) 
Murphy, article cited, footnote 1, p. 75. Re- 
demption of stock issued as a dividend was 
taxed as a dividend in Hill v. Commissioner, 3 
ustc § 1127, 66 F. (2d) 45 (CCA-4, 1933) (stock 
dividend and subsequent redemption held part 
of a single plan to distribute surplus); Robin- 
son v. Commissioner, 4 ustc { 1263, 69 F. (2d) 
972 (CCA-5, 1934); Smith v. U. 8., footnote 5. 
% Commissioner v. Snite,; footnote 8. In Parker 
v. U. 8., 37-1 ustc J 9137, 88 F. (2d) 907 (CCA-7), 
it was held that a redemption could not be a 
dividend as to a purchaser for cash of shares 
originally issued as a stock dividend.. It is 
doubtful if this case will be followed. See 
Bertram Meyer, CCH Dec. 14,583, .5 TC 165 
(1945) (the fact that stock was issued for value 
held ‘‘immaterial’’), vacated 46-1 ustc ] 9197, 154 
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Efforts of taxpayers to give basically pro- 
rata distributions a non-pro-rata appearance 
have not infrequently met with failure. In 
the James F. Boyle case,* decided by the 
Tax Court in 1950, the three principal share- 
holders had sold blocks of their stock to 
the corporation over a period of about a 
year. The individual redemptions were not 
pro-rata, but at the end of the period the 
ultimate proportional interests of each share- 
holder had not materially changed from 
what they were when the period began. No 
corporate reason for the redemptions ap- 
peared, and the court found that “a desire 
arose on the part of the principal stock- 
holders to get their money out of the busi- 
ness,’ but that conditions prevented a sale 
to outsiders.” The court also detected a 
preconceived plan to effectuate a pro-rata 
redemption of shares by a series of indi- 
vidually unequal distributions. The sale 
proceeds were held to be dividends under 
Section 115 (g). 


Another unsuccessful attempt to disguise 
the pro-rata nature of a redemption came 
before the Board of Tax Appeals in the 
Grimditch case.* There the shareholders of 
the corporation held preferred and common 
shares in substantially similar proportions. 
Shortly before a redemption of the preferred 
shares several of the shareholders made 
gifts of their preferred shares to their wives. 
It was then contended that the redemption 
could not be considered a dividend because 
of the different percentages in which the 
preferred and common shares were held. 
The Board had no difficulty, however, in 
finding the distribution to be equivalent to 
a dividend under Section 115 (g). 


Distributions which are not mathemati- 
cally pro-rata may nevertheless be vulner- 
able to attack under Section 115 (g) to the 
extent that no substantial change in the 
proportionate ownership of the corporation 
among the various shareholders is effected.” 


F. (2d) 55 (CCA-3), reaff’d CCH Dec. 15,521, 
7 TC 1381 (1946). 

20 Pullman, Inc., footnote 5. 

21 Brown v. Commissioner, 35-2 ustc {| 9526, 79 
F. (2d) 73 (CCA-3); McGuire v. Commissioner, 
36-2 ustc 7 9338, 84 F. (2d) 431 (CCA-7), cert. 
den. 299 U. S. 591 (1936); Flanagan v. Helvering, 
footnote 9; De Nobili Cigar Company v. Com- 
missioner, footnote 15; J. Natwick, footnote 17; 
Pullman, Inc., footnote 5. 

22 See cases cited in footnote 14. 

23 Cited at footnote 14. 

% Cited at footnote 7. 

% William H. Grimditch, CCH Dec. 9961, 37 
BTA 402 (1938). 

% Hirsch v. Commissioner, footnote 9; Lowen- 
thal v. Commissioner, footnote 5; J. Natwick, 
footnote 17. 
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Redemptions Not Pro-Rata of Part 
of Shareholder’s Stock 


Let us now consider the case where a 
portion of the shares of one or several share- 
holders is redeemed under circumstances 
where the redemption is not pro-rata, but 
the shareholders continue to have an interest 
in the corporation. No general rule can be 
stated with respect to these cases other than 
that each will be decided on the basis of its 
own particular facts. A recent case in which 
shareholders successfully defended their 
right to a capital gain in such a situation 
was Commissioner v. Snite,” decided last year 
by the Court of Appeals for the Seventh 
Circuit. Mr. and Mrs. Snite owned 12,991 
and 10,991 shares, respectively, of the 35,000 
outstanding shares of Local Loan Company. 
The remaining shares were distributed be- 
tween two irrevocable trusts which had been 
created some years before by the Snites for 
the benefit of their children. In 1942 and 
1943, Mr. Snite sold 1,360 shares and Mrs. 
Snite sold 2,140 shares of stock to the corpo- 
ration for $150 per share, at the urgent re- 
quest of certain key employees who desired 
to purchase shares in the corporation. The 
stock so sold was held as treasury stock 
and options were granted by the corporation 
to the employees to purchase the shares at 
$150 per share. It was explained that the 
employees did not wish the option directly 
from Mr, Snite, because they feared compli- 
cations in the event of his death. Mr. and 
Mrs. Snite reported a capital gain on the 
transaction and were upheld by both the 
Tax Court and the circuit court. Both 
courts stressed the fact that business con- 
siderations rather than a personal need for 
funds appeared to have motivated the trans- 
action, and the fact that the proportionate 
interests of the several shareholders were 
substantially changed. The circuit court 
pointed out that the transaction had been 
cast in the form of a sale and expressed 
“serious doubt whether a redemption ever 
occurred.” The court was also influenced 
by the fact that the shares in question had 
originally been purchased by Mr. and Mrs. 
Snite for cash, and raised the question, “If 
all they receive is to be treated as ordinary 
income, what becomes of their investment, 
their original cost of the stock sold to 
the corporation?” 


While the fact that a redemption is not 
pro-rata will often be important in defend- 
ing an attack under Section 115 (g),™ it 
should not be supposed that this factor will 


assure victory.” Potential danger lurks in 
any situation where fewer than all the shares 
of a shareholder have been redeemed or pur- 
chased out of earnings. In such a case the 
shareholder has retained his investment and 
enjoyed the profits thereof; he has plucked 
the fruit of the tree, retaining the tree itself. 
The similarity to an ordinary dividend is 
too close for comfort. 


Liquidation 
of a Shareholder’s Entire Interest 


The purchase or redemption by a corpo- 
ration of a shareholder’s entire interest, as 
the Regulations ® recognize, is generally not 
equivalent to a dividend. The shareholder 
has divested himself of both the fruit and 
the tree in this instance, and there is no 
close analogy to a dividend. In the case of 
Clara Lowise Flinn,® all of the shares of a 
decedent’s estate, constituting a minority 
interest in the corporation, were sold to the 
corporation. No other shares were pur- 
chased. In holding the distribution not to 
be a dividend, the Board of Tax Appeals 
said (page 1094): 


“The statutory concept of a dividend is a 
distribution out of earnings and profit, and 
normally it is proportionate to shares and 
leaves the shareholder holding his shares as 
his capital investment, Here there 
was a complete liquidation of the holdings 
of but one shareholder owning a minority 
of the shares. The purpose was not to dis- 
tribute earnings, but to bring about a sep- 
aration of this one shareholder from the 
corporation. The only fact to give 
the purchase the semblance of a statutory 
dividend is that money went to the share- 
holder which to some extent could be traced 
to earnings. This is, in our opinion less 
than enough to establish the essential equiv- 
alent to a dividend when considered in all 
the circumstances.” 


Even this rule, however, is not universal 
in its application. In the Shelby H. Curlee 
case * a redemption of preferred shares was 
held to be the equivalent of a dividend un- 





27 Cited at footnote 8. 

3% Harry A. Koch, footnote 13. 

29 See cases cited in footnotes 25 and 26; Stein 
v. U. 8., 45-2 ustc J 9426, 62 F. Supp. 568 (Ct. 
Cls.). 

% See footnote 11. 

31 CCH Dec. 10,061, 37 BTA 1085 (1938). 
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323CCH Dec. 8172, 28 BTA 773 (1933), aff'd 
under the name Randolph v. Commissioner, 35-1 
ustc § 9169, 76 F. (2d) 472 (CCA-8), cert. den. 
296 U. S. 599 (1935). In accord with this case 
are Stein 'v. U. S., footnote 29, and William H. 
Grimditch, footnote 25. 
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der Section 115 (g). A number of share- 
holders had sold all of their common shares 
prior to the redemption. It was contended 
that the subsequent redemption of the pre- 
ferred shares could not be a dividend on 
common shares which these shareholders 
no longer owned. The Board of Tax Ap- 
peals, however, rejected this argument, re- 
marking (page 782): 


“ 


this theory assumes that the dis- 
tribution must in fact meet the legal test 
of a dividend to fall within Section 201 (g) 
[the predecessor of 115 (g)]. If this were 
sound, that provision of the statute would 
be surplusage, as such a dividend would be 
taxable under other provisions. . . . The 
purpose of this section is to tax distribu- 
tions which effect a cash distribution of 
surplus otherwise than in the form of a 
legal dividend.” * 


Some interesting problems may arise also 
in determining whether a shareholder has 
in fact retained a continuing interest in the 
corporation sufficient to make a sale or re- 
demption taxable as a dividend. Where 
common and preferred shares are held and 
all shares of either class are sold to the 
corporation or redeemed, it seems clear that 
there is a substantial continuing interest. 
Suppose, however, that the shareholder sells 
all of his shares and receives corporate 
promissory notes for part of the purchase 
price. Since the continuing interest is that 
of a creditor not a proprietor, Section 115 (g), 
in principal, should not apply. I must con- 
fess, however, that I would not rest com- 
fortably in such a case unless the blessing 
of the Treasury in the form of a ruling had 
been obtained. A careful tax lawyer told 
me recently that, having in mind the con- 
tinuing interest problem, he had hesitated 
a long time before permitting a shareholder 
selling out to a corporation simultaneously 
to enter into an employment contract with 
the corporation. 


Consider also the case where a man gives 
a portion of his shares in a corporation to 
his wife, and shortly thereafter either hus- 
band or wife sells all shares held by him 
or her to the corporation. The Curlee and 
Grimditch cases, cited above, provide a warn- 


%3 This language was quoted by the Tax Court 
in the Boyle case, cited at footnote 7. 

*% See Bittker and Redlick, article cited, foot- 
note 1, p. 476. But see Commissioner v. Snite, 
footnote 8, where the court apparently assumed 
that family trusts were to be treated as separate 
stockholders. 

%5 See Kennedy, article cited, footnote 1, p. 399. 
But see Clara Louise Flinn, footnote 31. 
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ing that the selling party may be held to 
have received the equivalent of a taxable 
dividend in such a case. This raises the 
entire question of redemptions of shares 
held by family members, family trusts and 
alter ego corporations. It is safe to say that 
redemptions in such cases will receive care- 
ful scrutiny, and that a dividend may result 
even though a particular shareholder may 
technically have completely severed his con- 
nection with the corporation.“ It has been 
reported * that in one recent instance where 
the entire holding of a decedent’s estate in 
stock of a family corporation was sold to 
the corporation, an examining agent, pur- 
porting to act under’ instructions from 
Washington, has taken the position that the 
proceeds are taxable to the estate as a divi- 
dend, because the decedent’s widow and son, 
who were the beneficiaries under his will, 
also held shares in the corporation in their 
own right. Just how far the government 
will go in cases of this kind, or to what 
extent it will be upheld by the courts, is 
difficult to foresee. It is clear, however, 
that lawyers should advise caution to 
persons desiring to embark upon these 
troubled waters. 


Sale Followed by Redemption 


A number of cases have come before the 
courts where one or more shareholders de- 
sire to eliminate a fellow shareholder and 
accordingly buy out his entire interest in 
the corporation, each taking up a pro-rata 
share. Subsequently, the shares so pur- 
chased are sold to or redeemed by the cor- 
poration. These cases usually end up with 
the acquiring shareholders being taxed on 
the proceeds received from the corporation 
as the equivalent of a dividend.® In Wall 
v. U. S.," for instance, Wall and Moses each 
owned sixty of the 120 outstanding shares 
of Rosedale Dairy Company. Moses died 
and his shares were purchased from his 
estate by one Coleman. Wall entered into 
an agreement to buy Coleman’s shares giv- 
ing as consideration promissory notes pay- 
able over a ten-year period. Later Wall 
arranged for the corporation to pay off his 
notes in exchange for an assignment of the 


36 Kirschenbaum v. Commissioner and Wall v. 
U. §8., footnote 7; Lowenthal v. Commissioner, 
footnote 5. But see Fox v. Harrison, footnote 6 
(purchasing shareholder who resold to the cor- 
poration at the same price was held to have 
acted merely as an agent for the corporation). 

37 Cited at footnote 7. 





shares received from Coleman. 


The Court 


of Appeals for the Third Circuit held that 
Wall had received the equivalent of a divi- 


dend. 


In the same case, if Coleman had 


sold directly to the corporation rather than 
to Wall, the ultimate corporate result would 
have been the same. Wall would have ended 
up owning the entire corporation, having 
used earned surplus to accomplish his pur- 


pose. 


have been happier. 


Taxwise, however, the result would 
Coleman, having sold 


all of his shares, would still have achieved 
a capital gain result, but Wall would have 
incurred no tax liability. Coleman, perhaps, 
preferred the credit of Wall to that of the 
corporation, and perhaps also was hesitant 
to accept corporate notes, having in mind 
the continuing interest problem. The case 
is an excellent example of how not to buy 


out a fellow shareholder. 


Suppose that a shareholder desiring to 
dispose of a portion of his shares sells, per- 
haps at a discount, to an outsider who sub- 
sequently resells all of such shares to the 


corporation at full value. 


An _ outsider 


would not ordinarily wish to enter into such 
a transaction without assurances that the 
corporation would stand ready to make the 
Assurances sufficiently definite 
to satisfy an outside purchaser would prob- 
ably also be sufficient to render him, in 
legal effect, a mere conduit of corporate 
funds to the original shareholder.* In such 
event, that shareholder would doubtless be 
held to have received a dividend to the same 


purchase. 


extent as 


if he had 


the corporation. 


Revenue Act of 1950 


Before concluding, I should mention two: 


sold directly to 


- sections of the Revenue Act of 1950 which 
have an important bearing on the subject 
The first of these relates to 
redemptions through use of a subsidiary 
corporation and the second to redemptions 
to pay estate and inheritance taxes. 


In the Wanamaker case™ the Tax Court 
decided that Section 115 (g) applied only 
when a corporation redeemed its own stock, 
and that therefore it did not apply when a 
subsidiary acquired stock of its parent. The 


at hand, 


decision was affirmed per curiam by the Cir- 


cuit Court of Appeals for the Seventh 


% See Leona K. Moore, CCH Dec. 15,041(M), 


5 TCM 133 (1946). 


U. S. 331. 
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Compare Commissioner v. 
Court Holding Company, 45-1 ustc { 9215, 324 





Circuit. 


This handy loophole was plugged 


by Section 208 of the 1950 act, which adds 


Section 115 (g) (2) to the Code. 


This sec- 


tion provides that Section 115 (g) applies 
to an acquisition by a subsidiary of its 
parent corporation’s shares, if it would have 
applied had the shares been redeemed by 


the parent directly. 


It not infrequently happens that the 
major portion of a decedent’s estate con- 
sists of shares in a family corporation. 
Liquidation of all or a portion of these 
shares by a sale to or redemption by the 
corporation may be the only way to. raise 
the necessary funds for payment of estate 
and inheritance taxes and expenses of ad- 


ministration. 


If the shares are so liqui- 


dated, however, the estate is faced with a 
possible income tax on the entire proceeds 
under Section 115 (g). Under such circum- 
stances the combined estate and income tax 
on the stock and its proceeds may exceed 


the value of the shares. 


The possible loss 


of basis resulting from a tax under Sec- 
tion 115 (g) in these cases seems particularly 
inequitable since the estate is asked to pay 
an estate tax on this basis at the same time 
that it is taken away for income tax pur- 


poses. 


In order to alleviate the hardships 


resulting from such situations,” Congress in 
Section 209 of the Revenue Act of 1950 
added to the Code a new subsection, 115 (g) 


(3), which provides that Section 115 (g) shali: 
not apply in the event -of the redemption of ' 


any stock included in a decedent’s gross 
estate for estate tax purposes, to the extent 
that the proceeds do not exceed the aggre- 
gate estate and inheritance taxes imposed 
because of the decedent’s death. The re- 
demption must be made within ninety days 
after the expiration of the period of limita- 
tions for assessment of estate taxes. The 
new section applies only if the value of the 
shares in question comprises at least fifty 
per cent of the value of the decedent’s net 


estate. 


It is worthy of note also that the 


section applies to any shares included in the 
gross estate for estate tax purposes with- 
out regard to whether they are a part of 


the probate estate. 


For instance, shares 


transferred in contemplation of death or by 
exercise of a general power of appointment 
would be included. The amendment applies 
to taxable years ending on or after Septem- 


3% Rodman Wanamaker Trust, 


CCH Dec. 


16,598, 11 TC 365 (1948), aff'd per curiam 49-2 


ustc { 9486, 178 F. (2d) 10 (CA-3). 


* House Report No. 2319, 8ist Congress, 2d 
Session (1950), p. 63. Senate Report No. 2375, 
81st Congress, 2d Session (1950), p. 54. 
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ber 23, 1950, but not to any amounts dis- 
tributed prior to that date. 


This section will be helpful in many cases. 
Its usefulness is definitely reduced by the 
fifty per cent limitation, however.” If the 
value of the shares approximates fifty per 
cent of the net estate some very close valu- 
ation questions may be presented. This 
limitation may present us with the interest- 
ing spectacle of an executor attempting to 
prove a higher value for the corporation 
stock in order to meet the fifty per cent 
limitation, while the revenue agent would be 
in the strange position of contending that 
the stock is worth less than the executor 
claimed. The ultimate issue could turn on 
some entirely unrelated question such as 
whether certain property other than the 
stock should or should not be included in 
the gross estate, or whether certain deduc- 
tions are or are not allowable in computing 
the net estate. 


My attention was recently called to an 
estate consisting in substantial part of the 
shares of two close corporations controlled 
by the decedent. These shares in the ag- 
gregate were more than fifty per cent of the 
net estate, but separately they were not. 
Section 115 (g) (3), of course, did not apply. 
The executor was considering having each 
corporation buy a part of the shares of the 
other from the estate, but was having under- 
standable difficulty with the problems under 
Section 102. The Wanamaker amendment 


did not apply “ because, while the two cor- 
porations were under common control, 
neither was a subsidiary of the other. 


This section introduces some interesting 
new problems for estate planners. Some 
holders of shares in closely held companies 
may conceivably wish to trim down their 
other holdings by gifts or otherwise in order 
to insure meeting the fifty per cent limi- 
tation. Wills authorizing executors and 
testamentary trustees to retain stock in the 
testator’s corporation should be carefully re- 
examined to be sure that the executor is not 
restricted from disposing of such shares in or- 
der to take advantage of Section 115 (g) (3). 


Conclusion 


In conclusion it may be said that there is 
no clear rule upon which the application of 
Section 115 (g) may be predicated in these 
cases of sale to or a redemption by a close 
corporation of its own stock. In many cases 
the penalty of being subject to Sec- 
tion 115 (g), consisting of tax on the full 
proceeds at ordinary rates and a probable 
complete loss of basis, is too serious to be 
risked. Wherever this is true, the tax- 
payer would be well advised to present his 
case to the Securities Division of the Bureau 
of Internal Revenue for a ruling, and to 
proceed only in the event that a favorable 


ruling is obtained. [The End] 





Purchase and Sale 
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*1 Section 208 of H. R. 8920, 81st Congress, 2d 
Session, as originally introduced in the House 
on June 22, 1950, contained a seventy per cent 
limitation. This was eliminated by the Senate 
on the ground that it was ‘‘unduly restrictive.”’ 
See Senate Report No. 2375, p. 55. The Confer- 
ence Committee inserted the fifty per cent 
limitation (House Conference Report No. 3124, 
81st Congress, 2d Session (1950), p. 27). 
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# Section 207 of H. R. 8920, as introduced in 
the House, applied to redemption not only by 
a subsidiary but by a corporation ‘‘controlled 
(directly or indirectly) by the same interests.’’ 
This Senate removed this provision ‘‘because in 
this case it is not clear that the effect is the 
same as a redemption of stock by the issuing 
corporation.’’ Senate Report No. 2375, p. 43. 
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has become the attitude of business, and 
this attitude is certainly warranted when- 
ever a corporation considers the acquisition 
of another corporate business. The tax 
problems involved in such a transaction are 
often complicated and far-reaching. A few 
of such problems arising in connection with 
the purchase of a corporate business are 
considered herein. 


Present Status 
of Court Holding Company Case 


The question of when a corporation will 
be held taxable for the gain resulting from 
the sale of assets which have ostensibly 
been distributed as a dividend in liquida- 
tion to its shareholders and subsequently 
sold by its shareholders has been the sub- 
ject of extensive litigation. It was consid- 
ered for the first time by the Supreme Court 
in Commissioner v. Court Holding Company. 
In applying the principles of that decision, 
the lower courts have evolved many differ- 
ing criteria of decision. The question was 
again recently passed on by the Supreme 
Court in Cumberland Public Service Company 
v. U. S.2 which decision has been consid- 
ered generally to have curtailed severely 
the implications of the Court Holding Com- 
pany case. 


The Supreme Court had held in the Court 
Holding Company case that the gain from 
the sale of assets by the stockholders would 
be attributed to the corporation if an ex- 
amination of the entire transaction indi- 
cated, in substance, that the stockholders 
were used merely as a conduit for the 
passage of title.* In the Cumberland case, 
the Court stated that this did not mean 
that a corporation would be taxed when" 


the sale was made by its shareholders fol- 
lowing a “genuine liquidation and dissolu- 
tion.” * The Court pointed out that although 
the line of distinction is shadowy between 
(a) a sale of assets by a corporation fol- 
lowed by a distribution of the proceeds in 
liquidation and (b) a distribution of the 
assets in kind to the shareholders in liqui- 
dation followed by a sale of the assets by 
the shareholders, Congress has imposed 
differing tax consequences on the two sets 
of transactions,® intending that the tax be 
“aimed primarily at the profits of a going 
concern.” It was also stated that what was 
said in the Court Holding Company case 
about ascertaining the substance of a trans- 
action did not mean that a finding that tax 
avoidance was a major motive of the trans- 
actions would subject the corporation to 
tax if a sale by shareholders followed a 
“genuine liquidation distribution.” The trial 
court may consider, beyond the formalities 
of the transactions, the motive, intent and 
conduct of the parties and then must deter- 
mine into which factual category the case 
before it falls. 


If the Cumberland case has achieved any- 
thing, it probably consists of a shift of 
emphasis from the consideration of facts 
and actions surrounding the liquidation as 
things in themselves to a consideration of 
the genuineness of the liquidation itself as 
affected by these facts and actions. 


Prior to the Cumberland case, if the sale 
of assets was concluded by a shareholder 
who was an officer or director of the cor- 
poration, he was held to have acted on 
behalf of the corporation, inasmuch as his 
fiduciary relationship to the corporation 
would preclude his acting for anyone else, 
and the sale was attributed to the corpora- 
tion.® In the Cumberland case, the share- 





1 45-1 ustc {| 9215, 324 U. S. 331 (1945). 
2 50-1 ustc {| 9129, 338 U. S. 451 (1950). 


3 The facts of the case were these: The cor- 
poration, closely held, negotiated to sell its sole 
asset, an apartment building, to its lessees. An 
agreement was entered into and $1,000 in 
“earnest money’’ paid. The sale was then 
called off, and on the following day, the build- 
ing was conveyed to the two shareholders as 
a “‘liquidating dividend’’ in exchange for the 
surrender of their shares. A new sales con- 
tract, identical in terms with the former con- 
tract, was drawn and the shareholders conveyed 
the building to the lessees, applying the $1,000 
to the purchase price. The sale was held in 
substance to be a sale by the corporation and 
the steps taken to liquidate ‘‘mere formalisms.”’ 


*In the Cumberland case, a closely held cor- 
poration in the business of generating electric 
power found it could not compete with a co- 
operative which distributed TVA power. The 


corporation offered to sell its stock to the co- 
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operative which refused and counteroffered to 
buy the transmission and distribution equip- 
ment. The corporation rejected this offer, 
because it would involve the imposition of a 
capital gains tax on the proceeds. The share- 
holders then offered to acquire the equipment 
and sell it to the cooperative; the cooperative 
accepted this offer. The corporation then trans- 
ferred the equipment to the shareholders in 
partial dissolution, and the remaining assets 
were sold and the corporation dissolved. After 
this had been done, the shareholders consum- 
mated the sale. 


5 Regulations 111, 
vides, in part: 

‘“‘No gain or loss is realized by a corporation 
from the mere distribution of its assets in kind 
in partial or complete liquidation.”’ 

6 Kaufmann v. Commissioner, 49-1 ustc { 9268, 
175 F. (2d) 28 (CA-3) (the president of a cor- 
poration negotiated and contracted for the sale 
of the corporate assets prior to their distribu- 


Section 29.22(a)-20, pro- 
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holders who concluded the sale were both 
officers and directors." 


Another factor of major importance has 
arisen in situations where the assets have 
been transferred to a trustee for the share- 
holders. If the powers of the trustee have 
not been restricted to nonliquidating func- 
tions, he has been deemed to be a trustee 
for the corporation. Following the Cum- 
berland decision, in Jones v. Grinnell, where 
leases were assigned to the president and 
principal shareholder, as trustee, and cer- 
tain proceeds were to be used to settle the 
corporate affairs, the court held that there 
had been no bona-fide liquidating dividend, 
but this holding was based on consideration 
of all factors rather than the isolated fact 
that the trustee had liquidating functions.’ 


Once it has been established that the sale 
of assets has been consummated either by 
the shareholders or someone acting in their 
behalf, the question of whether the sale, in 
substance, has been effected by the corpora- 
tion is determined by reference to the ex- 
tent to which, if any, negotiations toward 








the ultimate sale had progressed on behalf 
of the corporation prior to the distribution 
in liquidation. Much diversity of opinion 
developed in the lower courts concerning 
the extent of negotiation which would de- 
nominate the ultimate sale a corporate one.” 
It was clear both before™ and after™ the 
Cumberland case that if the company ab- 
stained wholly from negotiations prior to 
liquidation and sale, no gain would be real- 
ized by the company. The Court Holding 
Company case showed that corporate nego- 
tiations must be effectively abandoned. In 
both the Cumberland case and in Beaty and 
Company,” the corporations had negotiated 
to the extent of receiving unsatisfactory 
offers. This would seem to be as far as a 
company can go without subjecting itself to 
tax liability. 

Another factor which is considered by 
the courts in determining the genuineness 
of a liquidation is whether there was any 
motive beyond tax avoidance in liquidating 
the concern.“ The Cumberland case and the 
Gilman case following it™ have effectively 





tion in liquidation; held, he acted on behalf of 
the corporation); Wichita Terminal Elevator 
Company v. Commissioner, 47-1 ustc § 9253, 162 
F. (2d) 513 (CCA-10) (the president negotiated 
for the sale of assets before liquidation and 
corporate debts were satisfied from the pro- 
ceeds; held, he acted on behalf of the corpora- 
tion); MacQueen Company v. Commissioner, 3 
ustc 7 1198, 67 F. (2d) 857 (CCA-3, 1933) (the 
president and principal shareholder executed a 
contract to sell while the title to assets was still 
in the corporation; held, he was an agent of 
the corporation). See, however, Howell Tur- 
pentine Company v. Commissioner, 47-1 vustc 
9281, 162 F. (2d) 319 (CCA-5) (negotiations 
were carried on by the president prior to liqui- 
dation; held, a shareholder can contract in his 
own capacity to sell corporate assets before 
liquidation is begun). 

™Cumberland Public Service Company ° v. 
U. 8., 49-1 ustc § 9259, 83 F. Supp. 843 (Ct. 
Cls.). This factor, which appears in the Court 
of Claims opinion, was not even mentioned in 
the Supreme Court opinion. 

8’ First National Bank of Greely, Colorado v. 
U. 8., 37-1 ustc § 9014, 86 F. (2d) 938 (CCA-10, 
1936) (sale of leases before dissolution; held, 
bank was trustee for the corporation); Fair- 
field Steamship Corporation, CCH Dec. 14,699, 
5 TC 566 (1945) (subsidiary company owned 
ship, but parent negotiated for sale; held, par- 
ent was trustee in dissolution); Wichita Ter- 
minal Elevator Company v. Commissioner, 
footnote 6. An opposite result has been reached 
where, after distribution, the trustee had been 
appointed solely to receive assets and distribute 
proceeds to shareholders: Acampo Winery and 
Distilleries, Inc., CCH Dec. 15,345, 7 TC 629 
(1946); Cummins Distilleries Corporation et al. 
v. U. 8., 48-1 ustc J 9176, 166 F. (2d) 17 (CCA-6);: 
Ripy Brothers Distillers, Inc., CCH Dec. 16,589, 
11 TC 326 (1948). 

950-1 ustc 9193, 179 F. (2d) 873 (CA-10). 
The factors considered: no resolution of dis- 
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solution existed at the time of sale; the contract 
to sell was clearly addressed to the company; 
the motive of tax avoidance was primary; when 
the leases were sold, the assignment was exe- 
cuted by the trustee as an officer of the com- 
pany. 

In Kaufmann, CCH Dec. 16,608, 11 TC 483 
(1947), the Tax Court’s members expressed three 
divergent opinions: (1) mere conduct of nego- 
tiations by officers imposes taxable gain; (2) 
substantial agreement as to the terms of sale 
must be reached; and (3) any amount of nego- 
tiation is permissible so long as liquidation 
precedes actual sale. 

11 Commissioner Vv. Falcon, 42-1 ustc { 9403, 
127 F. (2d) 277 (CCA-5); Baum v. Dallman, 48-1 
ustc § 9190, 76 F. Supp. 410 (DC Ill.); Howell 
Turpentine Company v. Commissioner, foot- 
note 6. 

12 West Coast Securities Company et al., CCH 
Dec. 17,655, 14 TC —, No. 114 (1950). 

13 CCH Dec. 17,448, 14 TC 52 (1950). 

14 West Coast Securities Company et al., foot- 
note 12; Cumberland Public Service Company 
v. U. §., footnote 2: Commissioner v. Transport 
Trading and Terminal Corporation, 49-2 ustc 
§ 9337, 176 F. (2d) 570 (CA-2). The latter 
case was a Court Holding Company situation, 
but the court held against the taxpayer on 
the ground that the dividend in kind was not 
within the meaning of Code Section 115 (c) by 
extending the ‘‘business-purpose’’ rule under 
Section 112 to cover the situation. This decision 
has led to much speculation as to whether the 
‘“‘business-purpose’’ requirement may apply to a 
Court Holding Company situation. 

1 Gilman, et al., CCH Dec. 17,640, 14 TC —, 
No. 101 (1950). Here, the court stated that the 
case would come within the Cumberland rule 
‘even if it could be found on the evidence here 
that Gilman and Hornstein had discussed and 
had decided upon the sale of their interests. . . 
but on the advice of tax counsel had decided 
to defer the actual sale until after dissolution.’’ 
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relegated this factor to minor importance. 
It is clear that a genuine liquidation and 
sale can be had without the requirement 
of an additional reason to liquidate beyond 
tax avoidance. 


Concisely stated, the Cumberland case has 
changed the approach of a court to the facts 
of the case before it. The question is no 
longer whether this fact or that indicates 
a corporate sale; it is whether all the facts 
show that a liquidation and sale by the 
shareholders have been genuinely achieved. 
While the Cumberland case does not ex- 
pressly state where the line is to be drawn 
between facts evidencing a genuine liqui- 
dation and one of the Court Holding Com- 
pany variety, it does indicate that the line 
is a little nearer center than had previously 
been thought. 


Substance v. Form: 
Kimbell-Diamond Milling Case 


Prospective purchasers are today, in many 
instances, confronted by sellers who refuse 
to take any risk whatsoever of the. applica- 
tion of the Court Holding Company case, 
above, to their situations and who are thus 
willing only to sell stock. For example, A 
corporation wishes to acquire the net assets 
of B corporation, the tax basis of which in 
the hands of B is $500,000, and is willing to 
pay $800,000 for them. B corporation re- 
fuses to sell the net assets. The stockholders 
of B corporation refuse to liquidate and 
sell the assets unless A will indemnify them 
against any transferee liability occasioned 
by the Court Holding Company doctrine but 
are perfectly willing to sell B’s stock for 
$800,000. A is naturally reluctant to give 


the indemnity and considers the possibility’ 


of acquiring the stock and immediately 
liquidating B. Such a liquidation clearly 
falls within a literal reading of the provi- 
sions of Section 112 (b) (6).% If the liqui- 
dation is a Section 112 (b) (6) transaction, 
the basis of the assets in the hands of A 
is the same as the basis in the hands of B.” 
Since the basis of B’s assets in B’s hands 
is only $500,000, the remaining $300,000 of 
the purchase price evaporates into thin air 
as far as tax basis is concerned. 





16 Code Section 112 (b) (6) provides, generally, 
that no gain or loss shall be recognized to the 
parent upon the complete liquidation of a sub- 
sidiary in cases where eighty per cent or more 
of the stock of the subsidiary is owned by the 
parent at the time of the complete liquidation. 

1% Code Section 113 (a) (15) provides, in part: 

“If the property was received by a corpora- 
tion upon a distribution in complete liquidation 
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The above illustration indicates that the 
provisions of Section 112 (b) (6) and the 
related basis Section 113 (a) (15) place an 
onerous burden upon a purchaser which is 
forced to buy stock in order to acquire 
assets, whenever the purchase price ex- 
ceeds the tax basis of the net assets in the 
hands of the transferor corporation. On the 
other hand, of course, under a literal appli- 
cation of Sections 112 (b) (6) and 113 (a) 
(15), if the tax basis of the assets acquired 
exceeds the purchase price, the purchaser 
obtains the excess tax basis for nothing. 


Prior to the enactment of Sections 112 
(b) (6) and 113 (a) (15), the liquidation 
of a wholly owned subsidiary was consid- 
ered an exchange of assets for stock—a tax- 
able exchange in connection with which the 
parent corporation recognized gain or loss. 
The assets acquired from the subsidiary by 
the parent corporation took a new tax basis 
in the hands of the parent—the fair market 
value as of the date of the liquidation. 


However, in the case of Commissioner v. 
Ashland Oil and Refining Company * decided 
in 1938 by the Circuit Court of Appeals 
for the Sixth Circuit, the court held that 
the general rule (prior to the enactment 
of Section 112 (b) (6)) did not apply when 
a corporation acquired the stock of another 
corporation in order to acquire its assets 
by a subsequent liquidation.: In the Ash- 
land Oil case, the taxpayer attempted to 
acquire the assets of the Union Gas and Oil 
Company, but Union refused to sell its 
assets. Subsequently, the taxpayer acquired 
the stock of Union under conditions mak- 
ing it impossible to liquidate Union for a 
period of one year. At the conclusion of the 
year, Union was liquidated into the tax- 
paver. The Commissioner contended that 
taxpayer realized a substantial gain on the 
liquidation, and the Board of Tax Appeals 
so held.” The Circuit Court of Appeals 
for the Sixth Circuit reversed the Board of 
Tax Appeals and held that the transitory 
ownership of the stock should be ignored, 
stating: 


“The question remains, however, whether 
if the entire transaction, whatever its form, 
was essentially in intent, purpose and re- 
sult, a purchase by Swiss of property, its 


of another corporation within the meaning of 
Section 112 (b) (6), then the basis shall be the 
same as it would be in the hands of the trans- 
feror.”’ 

18 38-2 ustc § 9580, 99 F. (2d) 588 (CCA-6), 
cert. den. 306 U.S. 661 (1939). 

1% CCH Dec. 8993, 32 BTA 777 (1935). 
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several steps may be treated separately and 
each be given an effect for tax purposes 
as though each constituted a distinct trans- 
action. And without regard to 
whether the result is imposition or relief 
from taxation, the courts have recognized 
that where the essential nature of a transac- 
tion is the acquisition of property, it will be 
viewed as a whole, and closely related steps 
will not be separated whether at the in- 


’ stance of the taxpayer or the taxing author- 


ity.” (Italics supplied.) 


When the Ashland Oil case was decided 
in 1938, it was generally believed that the 
doctrine laid down in the case had little 
chance of contemporaneous application due 
to the intervening enactment of Section 112 
(b) (6). In 1946, the Tax Court followed 
the Ashland Oil case in deciding the Koppers 
Coal Company case.” The Koppers case in- 
volved, basically, the same problem as was 
involved in the Ashland Oil case excepting 
that the facts were more complicated. 


The Ashland Oil doctrine was applied for 
the first time in a case involving a liquida- 
tion subsequent to the effective date of 
Section 112 (b) (6) in -Kimbell-Diamond 
Milling Company™ handed down January 27, 
1950, by the Tax Court. In this case, the 
petitioner had sustained the loss of a mill- 
ing property by fire. The petitioner found 
it impractical to rebuild the destroyed fa- 
cilities and decided to acquire the entire 
outstanding stock of another corporation 
(Whaley) which owned milling properties 
substantially comparable to the destroyed 
properties and to liquidate Whaley as soon 
thereafter as practicable. The intent to 
liquidate Whaley as soon as practicable 
after the acquisition of Whaley’s stock was 
set forth in resolutions adopted by ‘the 
board of directors and stockholders of peti- 
tioner. The reported decision does not 
indicate whether petitioner at any time at- 
tempted to acquire the assets from Whaley 
through direct negotiation with the corporation. 


All of the stock of Whaley was acquired 
by petitioner and Whaley was immediately 


70CCH Dec. 15,179, 6 TC 1209 (1946). 

*t CCH Dec. 17,454, 14 TC 74 (1950). 

2The Tax Court held in Kimbell-Diamond 
Milling Company, CCH Dec. 16,204, 10 TC 7 
(1948), that the gain incident to this involun- 
tary conversion was not taxable under Code 
Section 112(f). The basis of Whaley’s stock 
in the hands of petitioner was, therefore, com- 
puted as follows: 
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liquidated. The stock of Whaley had a 
basis in petitioner’s hands of $110,721.24” 
and the basis in Whaley’s hands of Wha- 
ley’s net assets was $314,715.69. The Com- 
missioner contended, surprisingly enough, 
that petitioner had acquired assets under 
the doctrine of the Ashland Oil case, that 
petitioner’s transitory ownership of Wha- 
ley’s stock should be ignored and that the 
basis of the net assets in the hands of the 
petitioner was $110,721.24. Petitioner con- 
tended, of course, that under Sections 112 
(b) (6) and 113 (a) (15), it was entitled to 
a tax basis in the amount of $314,715.69 for 
the assets acquired. The Tax Court de- 
cided in favor of the Commissioner, stating: 


“We hold that the purchase of Whaley’s 
stock and its subsequent liquidation must 
be considered as one transaction, namely, 
the purchase of Whaley’s assets which was 
petitioner’s sole intention.” 


Even though it was obviously to the 
Commissioner’s advantage in this case to 
support the Ashland Oil doctrine, it was 
surprising to see him do so, since it is 
believed that in the great majority of cases 
this doctrine will be of substantial benefit 
to the taxpayer.” It is apparent that if the 
Kimbell-Diamond case stands up, the disad- 
vantage arising from purchasing stock in- 
stead of assets in those situations where 
the cash cost exceeds the tax basis of assets 
acquired is eliminated. In any event, a 
taxpayer who is forced to buy stock instead 
of assets should make it abundantly clear 
in the record that its intent is to acquire 
assets. Clear evidence of such intent plus 
a liquidation of the acquired corporation 
immediately following the stock acquisition 
will place the taxpayer in the most favor- 
able position. 


Utilization of Operating Losses 
and Section 129 


Another interesting problem often arising 
in connection with the acquisition of a 
corporate business is the utilization of the 
Cash cost to petitioner of Whaley’s 


MINS Stk a ees ....... $210,000.00 
Less: Insurance proceeds from invol- 


untary conversion .. 118,200.16 

$ 91,799.84 

Add: Basis of assets destroyed 18,921.90 
Tax basis of Whaley’s stock in hands 


EE Re ee $110,721.74 
23 The Kimbell-Diamond case has been cited in 


Cullen, CCH Dec. 17,513, 14 TC 368 (1950), with 
favor. 
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acquired corporation’s net operating loss 
carry-overs. Let us assume that corpora- 
tion A, which publishes a successful maga- 
zine in the shelter field, wishes to acquire 
a similar magazine, owned by corporation B, 
for the principal purpose of increasing its 
circulation. Both corporations have 1,000 
shares of common stock outstanding, the 
values of which are $400,000 and $100,000, 
respectively. Corporation B has been op- 
erating at a substantial loss. 


With one possible recent exception,” the 
courts have been unanimous in holding that 
the operating loss of a taxpayer may be 
utilized only by the same taxpayer.” It is 
therefore apparent, in the above hypotheti- 
cal case, that in order to make available to 
A the prior operating losses of B, the 
assets of A must somehow be transferred 
to B. Doing this will satisfy the required 
continuity of B and also give B a profitable 
operation against which to apply its own 
prior operating losses. 


The simplest way in which the desired 
result may be accomplished is for the stock- 
holders of A to buy the stock of B. A could 
then be merged into B in a tax-free statu- 
tory merger under the provisions of Sec- 
tion 112 (g) (1) (A).* Most state statutes 
today provide for the merging of two cor- 
porations, either one of which, by the terms 
of the merger agreement, may be the con- 
tinuing corporation. 


This type of transaction, of course, results 
in a taxable transaction for the stockholders 
of B which may not be a satisfactory 
solution, especially if a capital loss to the 
stockholders of B is involved. It would 
appear that the operating losses of B may 
be salvaged in a tax-free transaction by’ 
simply merging A into B. Based upon the 
relative values of the common stock of A 


% Stanton Brewery, Inc. v. Commissioner, 49-2 
ustc J 5941, 176 F. (2d) 573 (CA-2). In this case, 
the court of appeals allowed a parent corpora- 
tion to carry over both its own unused excess 
profits credit and the unused excess profits 
credit of its merged subsidiary. The court’s 
reasoning in that case would appear to be 
equally applicable to net operating losses. 

2 New Colonial Ice Company v. Helvering, 4 
ustc J 1292, 292 U.S. 435 (1934); General Finance 
Company v. Commissioner, 36-2 ustc { 9466, 85 
F. (2d) 846 (CCA-3); Pennsylvania Company v. 
Commissioner, 35-1 ustc § 9120, 75 F. (2d) 719 
(CCA-3); Weber Flour Mills Company v. Com- 
missioner, 36-» ustc { 9207, 82 F. (2d) 764 
(CCA-10). 

% Code Section 112 (g) states, in part: ‘‘As 
used in this section . . . (1) The term ‘reor- 
ganization’ means (A) a statutory merger... .”’ 

27 The same result could be obtained, of course, 
by B's acquiring all of A’s assets solely in ex- 
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and B set forth above, B would issue 4,000 
shares of its stock to A’s stockholders in the 
merger.” 


It may be, however, that A’s stockhold- 
ers would not permit B’s stockholders to 
retain voting stock. This problem could 
be satisfactorily solved in the merger by 
giving B’s stockholders nonvoting common 
stock or preferred stock of B. Care must 
be exercised, however, to make certain 
that the continuity-of-interest doctrine is 
not violated. It would appear that the 
issuance of nonvoting common or preferred 
stock of B to B’s stockholders would give 
them the required proprietary interest in 
the continuing corporation under the ra- 
tionale of Nelson v. Helvering™® which was 
approved in the landmark case of Scofield 
v. Le Tulle” as follows: 


“So also in Nelson v. Helvering, ; 
where the selling corporation received pre- 
ferred stock in the buying corporation it 
was held there was a statutory reorganiza- 
tion by merger, since the seller retained ‘a 
definite and a substantial interest in the 
affairs of the purchasing corporation’, though 
having no voting rights. The quoted words 
constitute, we think, the test.” 


Note that under the Le Tulle case, above, 
the transaction would not constitute a tax- 
free reorganization if B’s stockholders re- 
ceived long-term bonds, since the interest 
of B’s stockholders in the continuing cor- 
poration must be proprietary in nature.” 


Another possible method of preserving 
B’s net operating loss carry-overs would 
be through the “down-stream merger” de- 
vice used so successfully by the General 
Baking Corporation in 1931." 


In the hypothetical set of facts given 
above, it was assumed that the principal 
purpose of the acquisition was to increase 


change for B’s voting stock under Section 112 
(g) (1) (C) which states, in part: ‘‘As used in 
this section . . . (1) The term ‘reorganization’ 
means... (C) the acquisition by one corpo- 
ration, in exchange solely for all or a part of 
its voting stock, of substantially all of the prop- 
erties of another corporation... .’’ 


8 36-1 ustc 9019, 296 U. S. 374 (1935). 
29 40-1 ustc {| 9150, 308 U. S. 415. 


3% Roebling v. Commissioner, 44-2 ustr {§ 9388, 
143 F. (2d) 810 (CCA-3), cert. den. 323 U. S. 
773 (1944). 

% Helvering v. Schoellkopf, 38-2 ustc { 9607, 
100 F. (2d) 415 (CCA-2). The same decision was 
reached by four other circuits on the General 
Baking Corporation ‘‘down-stream’’ merger. 
There is some doubt that the same decision 
would be reached if presented to the courts at 
this time. 
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the circulation of the magazine. Under this 
assumption, no consideration need be given 
to Section 129, since that section applies 
only to situations where “the principal pur- 
pose for which such acquisition was made 
is evasion or avoidance of Federal income 
or excess profits tax by securing the benefit 
of a deduction, credit, or other allowance 
which such person or corporation would not 
otherwise enjoy "= The Commis- 
sioner’s Regulations define “principal pur- 
pose” as follows: 


“If the purpose to evade or avoid Federal 
income or excess profits tax exceeds in 
importance any other purpose, it is the 
principal purpose.” 

Section 129 also raises another interesting 
question with respect to net operating loss 
carry-overs. Assume that corporation A 
incurred large operating losses during the 
years 1944 through 1947, and that by the 
end of 1947, the value of A’s net assets was 
reduced to zero due to the losses. In Janu- 
ary, 1948, X, an individual, acquired all of 
the outstanding stock of A for a nominal 
consideration and transferred a substantial 
ainoint of cash. to A as a contribution to 
capival. A used the cash to acquire all of 
the assets and business of corporation B, a 
very profitable corporation. During 1948 
and 1949, all of A’s net operating loss 
carry-overs from 1946 and 1947 were util- 
ized. Do the provisions of Section 129 
apply to bar the allowance of the net oper- 
ating loss deductions during 1948 and 1949? 

Section 129 applies only where (1) a per- 
son acquires control of a corporation or (2) 
a corporation acquires the property of an- 
other corporation not controlled immedi- 
ately before the transaction and the property 
takes a basis in the hands of the acquiring 
corporation determined by reference to: its 
basis in the hands of the transferor. In the 
above hypothetical case, the acquisition of 
the stock of A by X meets the test; the 
acquisition of the assets of B by A clearly 





82 Code Section 129 (a). 

383 Regulations 111, Section 29.129-3. 

% Footnote 32. 

3% CCH Dec. 16,559, 11 TC 240 (1948). 

36 35-1 ustc f 9043, 293 U.S. 465. 

37 40-1 ustc {§ 9160, 308 U. S. 473. In this case, 
the taxpayer, in 1932, sold securities to a cor- 
poration wholly owned by him and claimed a 
loss from the transaction. The Supreme Court 
disallowed the loss, stating: 

‘“‘A taxpayer is free to adopt such organization 
for his affairs as he may choose and having 
elected to do some business as a corporation, 
he must accept the tax disadvantages. 

“On the other hand, the Government may 
not be required to acquiesce in the taxpayer's 
election of that form for doing business which 
is most advantageous to him. The Government 
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does not, since the basis of the assets acquired 
by A is their cash cost. 


It is extremely difficult to see how the 
acquisition of A by X in the above hypo- 
thetical case results in “securing the benefit 
of a deduction, credit, or other allowance 
which such person or corporation would 
not otherwise enjoy.” X, as an individual, 
does not obtain the benefit of any “deduc- 
tion, credit or other allowance” for the 
purpose of his personal income tax liability. 
Furthermore, A obtains no “deduction, 
credit or other allowance,” since the net 
operating loss was incurred by A. The 
above fact-situation is similar to the one 
in Alprosa Watch Corporation decided after 
the enactment of Section 129 but involving 
a taxable year not covered by that section. 
In that case, the Esspi Glove Corporation 
(on a taxable year ending June 30) had en- 
gaged in the business of manufacturing and 
selling gloves from 1940 to June 15, 1943. 
On that date, all of its stock was acquired 
by two new stockholders, its name was 
changed to Alprosa Watch Company, its 
location was moved and its business was 
changed to the buying and selling of watches 
and jewelry. An inventory of watches was 
transferred to the corporation, and a sub- 
stantial profit was realized from the sale 
of the watches during the fifteen-day period 
from June 16, 1943, to June 30, 1943. In 
its tax returns for the taxable year ended 
June 30, 1943, petitioner claimed both net 
operating loss and unused excess profits 
credit carry-overs. The Commissioner de- 
nied the carry-overs on the authority of 
Gregory v. Helvering ® and Higgins v. Smith," 
and the Tax Court decided the case in 
favor of the petitioner. Although Section 
129 was not directly involved in this case, 
the court stated: 


“There is considerable doubt in our minds 
that, even assuming that this case were to 
be governed by Section 129, the facts con- 
stitute a situation condemned by that sec- 





may look at actualities and upon determination 
that the form employed for doing business or 
carrying out the challenged tax event is unreal 
or a sham may sustain or disregard the effect 
of the fiction as best serves the purposes of the 
tax statute.”’ 

The Higgins case is important in connection 
with the interpretation of Code Section 129 be- 
cause of the significance placed upon it in the 
committee reports. For example, Senate Report 
No. 627 on the Revenue Bill of 1943 (1944 CB 
973, p. 1016) states with respect to the present 
Section 129: ‘‘The House report also recognizes 
that the legal effect of the section is, in large, 
to codify and emphasize the general principle 
set forth in Higgins v. Smith . . . and in other 
judicial decisions.’’ 
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tion. That section would seem to prohibit 
the use of a deduction, credit, or allowance 
only by the acquiring person or corporation and 
not their use by the corporation whose control 
was acquired.” (Italics supplied.) 


Another interesting case, which was de- 
cided recently by the Tax Court and which 
involved taxable years prior to the effective 
date of Section 129, is A. B. and Container 
Corporation.* In this case, petitioner was 
unsuccessfully engaged in the business of 
buying and selling college books and had 
available substantial net operating loss carry- 
overs and unused excess profits credits. At 
a time when petitioner was probably in- 
solvent, the sole stockholder gave all of 
petitioner’s stock to the three individual 
members of a partnership engaged in the 
business of selling paper containers at whole- 
sale. The new stockholders changed the 
name of petitioner to A. B. and Container 
Corporation and transferred their partner- 
ship business into the corporation. Later, 
the book business was liquidated. The con- 
tainer business was very successful and the 
net operating loss carry-overs and unused 
excess profits credits arising from the book 
business were utilized in full. 


The Commissioner disallowed the net op- 
erating loss carry-overs and unused excess 
profits credits, stating: 


“While the technical form of the old 
corporation . . has been retained, what 
happened in substance was that a new cor- 
poration for Federal taxing purposes came 
into existence and the alleged net operating 
losses and credits attributable to the old 
corporation should not be recognized.” 


The Tax Court held for the taxpayer and 
referred to the Commissioner’s theory as a 
“strange position.” Although this case ins 
volved taxable years prior to the effective 
date of Section 129, it is believed to have an 
important bearing on the interpretation of 
that section in view of the fact that Sec- 
tion 129 is supposed to have been principally 
a codification of then-existing law.” 


It would appear that the construction of 
Section 129 contained in the dicta in the 
Alprosa Watch case, above, leaves free from 
attack under Section 129 every type of trans- 
action wherein the corporation having avail- 
able the net operating loss carry-overs (or 
unused excess profits credits) acquires the 
profitable corporation, even though the basis 
of the assets acquired is determined by 
reference to the basis in the hands of the 


% CCH Dec. 17.641, 14 TC —, No. 102 (1950). 
%® Footnote 37. 
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transferor. Assuming that A and B are 
a solvent and a nonsolvent corporation, re- 
spectively, under this construction, a merger 
of A into B, B being the continuing corpora- 
tion, would be free from attack. The acqui- 
sition by B of A’s stock in exchange for its 
own, followed by the liquidation of A into 
B, also would be free from attack. It is 
interesting to note that the illustrations in 
the Commissioner’s Regulations appear to be 
based upon this construction.” ‘In Com- 
modore’s Point Terminal Corporation,” the 
only case decided squarely under Section 129 
at this writing, the court examined the legis- 
lative intent behind enactment of the section 
and categorically adopted the above con- 
struction, stating as follows: 


“Another amendment was made by the 
addition of the phrase ‘which such person 
would not otherwise enjoy’. This qualifica- 
tion limited the applicability of the section 
to those cases where the deduction, credit, 
or allowance resulted from, or was attribu- 
table to, the acquired control. . . . The 
word ‘otherwise’ can only be interpreted to 
mean that the deduction, credit, or allow- 
ance, if it is to be disallowed, must stem from 
the acquired control.” (Italics supplied.) 


However, a word of caution should be 
added. Section 129 has not yet been con- 
strued by the higher courts. The possibility 
must be recognized that the courts may 
ultimately hold that the escape of this type 
of transaction from Section 129 through a 
literal construction of the section is an un- 
warranted and unrealistic exaltation of form 
over substance. 


Planning for Excess Profits Tax 


It may be that Congress will enact an- 
other excess profits tax in the near future. 
If so, it appears reasonable that the deter- 
mination of the excess profits credit allow- 
able to corporations will be patterned after 
the excess profits credit allowed corpora- 
tions under the excess profits tax provisions 
in effect during World War II. In any 
event, until it is known whether or not such 
a tax will again be enacted, it is important 
that corporate taxpayers give careful con- 
sideration to the possible effect on their 
excess profits credit of present and contem- 
plated acquisitions of corporate businesses. 


The method used by a taxpayer m acquir- 
ing another corporate business may have a 
substantial effect on the amount of its excess 


# Footnote 33. 
41CCH Dec. 16,602, 11 TC 411 (1948). 
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profits credit. Wherever alternate methods 
of acquisition are available, consideration 
should be given to (a) whether assets or 
stock should be acquired, (b) whether cash 
or stock should be given in payment and 
(c) if stock is acquired, the result of a 
subsequent liquidation of the acquired cor- 
poration. The effect on the excess profits 
credit of the acquiring corporation using the 
invested-capital method under any of the 
above alternatives will be different, of course, 
from the effect on the excess profits credit 


.deterinined under the income method. 


The comments set forth below are neces- 
sarily general. The discussion of a multi- 
tude of interesting and important problems 
has been omitted as not being within the 
scope of this article. It is assumed herein, 
unless otherwise stated, that (a) in cases 
involving asset acquisitions, substantially all 
of the assets are acquired and (b) in cases 
involving stock acquisitions, the transaction 
is tax free under Section 112. 


Purchase of Assets for Cash 


If the assets of a corporate business are 
purchased for cash during a year in which 
an excess profits tax is in effect, the trans- 
action will have no effect on the acquiring 
corporation’s excess profits credit except, 
of course, that the earnings of the acquired 
business after its acquisition will be reflected 
in the increased earnings and profits included 
in the equity-invested capital of the acquir- 
ing corporation if it uses the invested-capital 
method.* Likewise, if the acquiring corpo- 
ration uses the income method, subsequent 
earnings of the acquired business during 
the base period will be reflected in the in- 
creased “base-period earnings” of the acquir- 
ing corporation. 


If the assets of a corporation are acquired 
during any excess profits year in a taxable 
transaction involving the issuance of the 
acquiring corporation’s stock as a part of 
the consideration paid, the fair market value 
of the stock issued or, in the alternative, 
the amount of the fair market value of the 
assets received which is allocable to the 
stock issued“ will increase the acquiring 
corporation’s excess profits credit under a 
formula contained in the statute. If such 


corporation uses an excess profits credit 
based on income, it will be entitled to a 
capital addition in the amount of the fair 
market value of the assets received for 
stock.“ If such corporation uses an excess 
profits credit based on invested capital, the 
fair market value of the assets which are 
received for the stock becomes additional 
equity-invested capital.“ If the acquisition 
occurs prior td the first excess profits tax 
year, the same result obtains if the acquiring 
corporation uses the invested-capital credit. 
This type of transaction entered into by an 
acquiring corporation on the income method 
prior to the first excess profits tax year does 
not affect its excess profits credit except, 
of course, to the extent that its base-period 
earnings are increased through ownership 
of the acquired business during any part of 
the base period. The effect on invested 
capital of payment for the assets through 
the use of indebtedness qualifying as bor- 
rowed invested capital must also be considered. 


Purchase of Assets for Stock 


An entirely different effect on the acquir- 
ing corporation’s excess profits credit results 
if all of the assets of another corporation are 
acquired for stock of the acquiring corpo- 
ration in a transaction which meets the 
requirements of either Section 112 (g) (1) (A) 
or 112 (g) (1) (C).” If the assets are ac- 
quired in either a Section 112 (g) (1) (A) 
or 112 (g) (1) (C) transaction during the 
base period by a corporation using an excess 
profits credit based on income, the acquiring 
corporation will be allowed to merge the 
base-period income of the transferor corpo- 
ration (but only up to the date of the trans- 
action if the transferor corporation continues 
in existence “) with its own Base-period in- 
come.“ The same rule applies to a Section 
112 (g) (1) (A) or 112 (g) (1) (C) acquisi- 
tion during an excess profits tax year except 
that for the year during which the transac- 
tion occurs, only the proportionate part of 
the transferor corporation’s base-period in- 
come may be used which is represented by 
the ratio of the remaining number of days 
in the year following the transaction to the 
whole year.® 


If the acquiring corporation’s excess profits 
credit is based upon invested capital, a Sec- 





* Code Section 718 (a) (4) (repealed). 

*8 Regulations 112, Section 35.718-1 (repealed). 

* Code Section 713 (g) (3) (repealed). 

45 Code Section 718 (a) (2) (repealed). 

Code Section 112 (g) (1) (A) refers to ‘“‘a 
statutory merger or consolidation.’’ Code Sec- 
tion 112 (g) (1) (C) refers to ‘‘the acquisition 
by one corporation, in exchange solely for all 
or a part of its voting stock, of substantially 
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all the properties of another corporation... .”’ 
The types of transactions covered by these two 
subsections are the same as those specified in 
Code Sections 740 (a) (1) (B), 740 (a) (3) an@ 
740 (a) (4) (repealed) with respect to the def 
nition of ‘‘acquiring corporation.”’ 

47 Code Section 740 (c) (repealed). 

*8 Code Section 742 (repealed). 

“ Code Section 742 (f) (2) (repealed). 








tion 112 (g) (1) (A) or 112 (g) (1) (C) 
acquisition will result in increased equity- 
invested capital in the amount of the excess 
of the transferor’s basis of the assets (for 
determining loss on a sale or exchange) 
acquired over the amount of the liabilities 
of the transferor which the acquiring cor- 
poration assumes (or to which the assets 
acquired are subject).” In addition, the ac- 
quiring corporation’s borrowe® invested capital 
will be increased by the amount of liabilities 
assumed which qualify as invested borrowed 
capital. 


Purchase of Assets—Summary 


If it is expected that it will be to the 
advantage of the acquiring corporation to 
use an excess profits credit based on the 
income method, it is, of course, desirable 
from an excess profits planning point of 
view to acquire the base-period earnings 
experience of the transferor corporation, 
especially if substantial in amount. This may 
be accomplished, in an asset acquisition, only 
through a Section 112 (g) (1) (A) or 
112 (g) (1) (C) transaction. On the other 
hand, if the earnings record of the transferor 
corporation is relatively unimportant, it 
makes relatively little difference, from an 
excess profits tax point of view, what form 
the acquisition takes. 


If it is expected that it will be to the 
advantage of the acquiring corporation to 
use an excess profits credit based on in- 
vested capital, the desirability of a Section 
112 (g) (1) (A) or 112 (g) (1) (C) ac- 
quisition will depend on the relationship of 
the fair market value of the transferor’s 
assets to their tax basis in the hands of the 
transferor. If the tax basis of the trans- 
feror’s assets is substantially in excess of the 
fair market value thereof, a Section 112 
(zg) (1) (A) or 112 (g) (1) (C) acquisition 
would be desirable. If the reverse is true, 
a Section 112 (g) (1) (A) or 112 (g) (1) (C) 
acquisition would obviously be undesirable. 
If the acquiring corporation must use stock 
to effect the acquisition because of lack of 
cash or for other reasons, an acquisition for 
voting stock plus some small amount of cash 
is desirable in order to cause the exchange 
to be a taxable one. The result of handling 
the transaction in this manner would be to 


5° Code Section 760 (b) (repealed). 

51 Code Section 713 (g) (5) (repealed). 

52 Code Section 720 (b) (repealed). 

53 Code Section 718 (a) (6) (D) (repealed). 

5 As stated previously, acquisitions in exchange 
for stock are assumed to be tax-free transac- 
tions under Code Section 112. An acquisition of 
stock in exchange for the acquiring corpora- 
tion’s stock may be accomplished tax free under 
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increase the equity-invested capital of the 
acquiring corporation by the fair market 
value of the assets received for the stock, 


Purchase of Stock for Cash 


If all of the stock of a corporation is 
acquired by another corporation for cash, 
the excess profits credit of the corporation 
whose stock was acquired is not affected. 
However, the excess profits credit of the 
acquiring corporation may or may not be 
affected. If the acquiring corporation uses 
an excess profits credit based on income, 
the acquisition will not affect its credit if the 
acquisition occurs prior to the beginning of 
the first excess profits tax year. If it occurs 
during an excess profits tax year, the cost 
of the stock will constitute a _ capital 
reduction.” 


If the acquiring corporation uses an excess 
profits credit based on invested capital, the 
acquired stock constitutes an inadmissible 
asset, and invested capital will be reduced 
through the inadmissible ratio regardless of 
whether the acquisition occurs prior to the 
first excess profits tax year or during an 
excess profits tax year.” A further reduc- 
tion in invested capital may occur if the 
stock is acquired during an excess profits 
tax year through the effect on new capital 
of an increase in inadmissible assets.™ 


Purchase of Stock for Stock 


If all the stock of a corporation is acquired 
for stock of the acquiring corporation, the 
excess profits credit of the corporation whose 
stock was acquired is not affected™ How- 
ever, the excess profits credit of the acquir- 
ing corporation may or may not be affected. 
If the acquiring corporation uses an excess 
profits credit based on income, the acquisi- 
tion will not affect its credit if the acquisi- 
tion occurs prior to the beginning of the 
first excess profits tax year. It should be 
noted that in this respect, the effect is the 
same as though the acquisition had been 
for cash. However, if the acquisition occurred 
during an excess profits tax year, the un- 
adjusted tax basis (for determining loss 
upon a sale or exchange) of the stock ac- 
quired will constitute both a capital addition ™ 
and a capital reduction.” 


Section 112 (g) (1) (B) which refers to ‘‘the ac- 
quisition by one corporation, in exchange solely 
for all or a part of its voting stock, of at least 
80 per centum of the voting stock and at least 
80 per centum of the total number of shares 
= all other classes of stock of another corpora- 
tion.”’ 

55 Footnote 44. 

5% Footnote 51. 
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If the acquiring corporation uses an excess 
profits credit based on invested capital, the 
unadjusted basis (for determining loss upon 
a sale or exchange) of the stock acquired 
will constitute additional equity-invested 
capital.” 


The acquired stock constitutes an inad- 
missible asset and invested capital will be 
reduced through the inadmissible ratio.® 


Subsequent Liquidation of Subsidiary— 
Stock Acquired for Cash 


The effect on the excess profits credit 
of a parent corporation of a subsequent 
liquidation of a subsidiary, the stock of 
which was acquired for cash, depends upon 
the date of the original acquisition if the 
parent corporation’s excess profits credit is 
based on income. If the acquisition occurs 
prior to the base period, the parent corpora- 
tion will obtain the benefit of the entire 
base-period experience of the liquidated sub- 
sidiary. If the date of the stock acquisition 
occurs during the base period, the parent 
cannot utilize any of the liquidated subsidi- 
ary’s base-period experience prior to the 
date of the acquisition.” If the acquisition 
occurs during an excess profits tax year, 
the parent will receive no benefit from the 
base-period experience of the liquidated 
subsidiary.” 

Following the liquidation, of course, the 


subsidiary’s stock no longer constitutes a 
capital reduction to the parent. 


The effect of the liquidation of a sub- 
sidiary on the excess profits credit of a 
parent corporation which is using the 
invested-capital method is complicated even 
in the simplest kind of a fact situation. In 
principle, where the stock of the subsidiary 
is acquired for cash, the effect of the liquida- 
tion of the subsidiary on the parent corpo- 
ration’s invested capital is an increase or 
decrease in the parent corporation’s accumu- 
lated earnings and profits in the amount of 
the earnings and profits (or deficit therein) 
accumulated by the subsidiary between the 
date of the stock acquisition and the date 
of liquidation." However, accumulated earn- 
ings and profits of the subsidiary are com- 
puted differently from the method ordinarily 
used for income tax purposes in that the 
subsidiary’s assets, for this purpose, are re- 





stated at their fair market value as of the 
acquisition date.” Earnings and profits are 
then computed predicated upon the restated 
asset values. The liquidation of the sub- 
sidiary eliminates, of course, an inadmissible 
asset in the form of the subsidiary’s stock. 


Assume that corporation A purchases all 
the outstanding stock of corporation B on 
January 2, 1945, for $100,000 in cash, at 
which time B has accumulated earnings and 
profits of $50,000. B also has a patent with 
a remaining life of ten years which has no 
basis but has a fair market value of $30,000. 
The tax basis of B’s remaining assets is 
equivalent to their fair market value. B is 
liquidated into A on December 31, 1950, at 
which time B’s accumulated earnings and 
profits amount to $125,000. The increase 
in accumulated earnings and profits between 
January 2, 1945, and December 31, 1950 
($75,000), reduced by the amortization of 
the excess of the fair market value of the 
patent over its basis during the six-year 
period ($18,000), a net amount of $57,000, 
constitutes additional earnings and profits 
of corporation A. 


If a parent corporation which uses an 
excess profits credit based on invested capital 
liquidates a subsidiary, the stock of which 
was acquired in exchange for stock, the 
parent corporation’s invested capital is in- 
creased or decreased in the following man- 
ner: If the adjusted basis (for determining 
the loss on a sale or exchange) of the par- 
ent’s investment in the subsidiary at the 
date of liquidation exceeds the tax basis of 
the subsidiary’s assets minus its liabilities, 
the parent’s invested capital is reduced by 
the amount of such excess.® If the tax basis 
of the subsidiary’s assets minus its liabilities 
at the date of liquidation exceeds the tax 
basis of the parent’s stock investment in the 
subsidiary, the parent’s invested capital is 
increased by the amount of such excess. 


This may be illustrated as follows: 


Corporation A acquires from X all the 
outstanding stock of corporation B solely 
in exchange for its voting stock on January 
2, 1945. At that date, the balance sheet of 
B, on a tax basis, was as follows: 


Assets 





57 Footnote 45. 

58 Footnote 52. Note that the unadjusted basis 
(for determining the loss upon a sale or ex- 
change) of the stock issued constitutes new capi- 
tal (Code Section 718 (a) (6) (repealed)) if issued 
during an excess profits tax year, but the 
amount thereof is reduced to zero because of 
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the corresponding increase in admissible assets 
(Code Section 718 (a) (6) (D) (repealed)). 

5° Code Section 742 (f) (1) (repealed). 

© Code Section 742 (f) (1) (repealed). 

61 Code Section 761 (d) (1) (repealed). 

® Code Section 761 (c) (repealed). 

6 Code Section 761 (d) (2) (repealed). 








ER one ate ean 
Money and property paid in for 

I bs PLEO ee thea Th ec 100,000 
Accumulated earnings and profits. 50,000 


$400,000 
X had acquired B’s stock for $25,000 in 
cash. B was liquidated into A on Decem- 
ber 31, 1950, and the balance sheet of B 
immediately prior to the liquidation was 
as follows: 


Assets ... .$475,000 
Liabilities said . .$250,000 

Money and property paid in for 
aS) eee a 100,000 
Accumulated earnings and profits.. 125,000 
$475,000 


Corporation A’s invested capital is increased 


Assets acquired from B 





Less: 
Liabilities of B as- 
ne ae $250,000 
Tax basis of B’s stock 
in hands of A®* 25,000 275,000 
Additional equity-invested 
WEEE 6 ooosacicbsank 


$200,000 


Purchase of Stock and Liquidation— 
Summary 


It is not possible to generalize as to 
whether the use of cash or the acquiring 
corporation’s stock is the better method of 
acquiring the stock of another corporation. 
It all depends upon the facts in each case. 
It is also impossible, of course, to lay down 
any general rule in regard to the advisability 
of the liquidation of an acquired corporation. 
However, it can be fairly stated that the 
excess profits credit implications should be 
given consideration in each instance before 





as follows: definite action is taken. [The End] 
Changing from a Corporation 

to a Partnership 

By WALTER J. BLUM — — — — — — — Associate Professor of Law, 


HIS IS A REVIEW of the income tax 

aspects of changing a closely owned busi- 
ness either wholly or partially from corporate 
to partnership form. It is not concerned 
directly with the comparative tax costs of 
regularly operating a business under these 
alternative organizations. Rather it deals 
with tax aspects of making the change from 
one form to the other. 


Complete change-overs from corporation 
to partnership will be treated first; this will 
be followed by consideration of partial trans- 
formations. As to both subjects the approach 
will be to sketch out a panorama of the tax 
aspects instead of dealing with a few of 
them intensely. This procedure is suggested 
by several factors. There are too many dif- 


“ Transferor’s basis under Code Section 113 
(a) (7). 
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ferent tax considerations involved to deal 
with even a few of them thoroughly in this 
short presentation. Moreover, a better over- 
all impression of the tax consequences of 
change-overs can be gained by looking at 
the whole range of tax aspects instead of 
concentrating on selected ones. Finally, 
there has been little recent development in 
this area of taxation and none that is so 
novel and significant as to merit exhaustive 
treatment. 


Complete Change-Overs 


There is a touchstone for analyzing the 
potential tax aspects:of a complete change- 
over from corporation to partnership. Though 
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0 businesswise the partnership is a successor of member of that family. The “five salient 
| the corporation it is not so régarded by the features of a corporation,” according to the 
tax law. The shareholders’ investments in courts, are these: “(1) title to property held 
the corporation are not treated as merely by the entity, (2) centralized management, 
undergoing a change of form and then con- (3) continuity uninterrupted by deaths among 
0 tinuing as interests in the partnership. On _ the beneficial owners, (4) transfer of interest 
the contrary, the termination of the corpo- without affecting the continuity of the en- 
Y: ration is viewed as the close of one venture’ terprise, and (5) limitation of the personal 
0 and the creation of the partnership is viewed __ liability of participants.” . No formulas have 
—_ as the beginning of another. The fact that been developed for mechanically ascertain- 
the two steps are performed almost simul- ing what combinations of these ingredients 
taneously by the owners of the business does _ will produce a partnership or a corporation. 
not alter this relationship. Accordingly, the This is simply one of those areas in taxation 
0 tax aspects of transforming an incorporated in which somebody has to decide whether 
Z business into a partnership are largely a something looks more like one thing than 
of combination of those involved in simply another. But perhaps it is fair to over- 
n. liquidating a corporation and those involved generalize on the published opinions to this 
e. in forming a new partnership. extent: they seem to indicate that the part- 
oa The ordinary procedure for switching nereny form has to be distorted a good deal 
y ig , as by the participants before it will be treated 
from corporation to partnership consists in the 4 : 
n es as a corporation. 
; paper steps of establishing the partnership, 
- dissolving the corporation, transferring its 
ee assets pro rata to the shareholders as a Capital Gains and Losses 
liquidating distribution, and then transfer- : ; 
1) ring the assets to the partnership as con- __ A second aspect of a change-over is that, 
tributions by the partners. It will be assumed if it is effective taxwise (and this is to be 
ai that this procedure is followed unless it is assumed hereaiter unless otherwise stated), 
specifically stated otherwise. the resulting interruption in the sharehold- 
{ ers’ investments in the business requires 
them to account for their gains or losses on 
Effectiveness of Change-Over those investments. This is merely an appli- 
‘ ; . ; cation of the broad rule that the full liquida- 
First to be considered is the effectiveness tion of a corporation is a realization point 
of a change-over for tax purposes. A for- for each stockholder at which his gain or 
mal change from corporate to partnership joss is recognized. The immediate tax con- 
| trappings, which complies with all relevant sequences of such a liquidation are not in 
state laws, does not automatically produce any way modified hy a concurrent birth of 
N, a parallel Comversion under the income tax. 4 successor partnership. The amount of 
A partnership may be taxed as a corpora- gain or loss is always measured by the dif- 
JO | tion if its attributes too closely approximate ference between the shareholder’s basis for 
corporateness. This power of the tax au- his stock, computed under the usual basis 
thorities to reclassify partnerships is espe- rules, and the fair market value (not the 
al cially germane in change-over situations. book value) of his pro-rata share of the 
Lis | The owners of the business frequently will corporate assets upon liquidation. This gain 
r- have geared their plans to the advantageous or Joss is a capital one regardless of what 
ot rights and privileges afforded them by in- portion of the aggregate value of the cor- 
at corporation. It is understandable that they poration represents accumulated corporate 
‘i should seek to preserve these advantages profits; and the regular holding period rules 
ly, while putting on partnership robes for other govern in determining whether it is classed 
ies reasons. as long term or short term. In change-over 
so The taxation of partnerships as corpora- situations it is unlikely that any sharehold- 
ve tions is a subject that has called forth much er’s gain would be short term. For this re- 
comment and analysis. For this review it VieW it is reasonable to presume that each 
seems sufficient merely to mention the at- held his stock for more than six months 
tributes of a business organization which are = P™'OF to the liquidation. 
investigated in determining whether or not While liquidation of the corporation is an 
he its resemblance to corporations makes it a event giving rise to recognition of gain or 
<a 1See Vernon, ‘‘When Are Partnerships Likely 2 Commissioner v. Rector & Davidson, 40-1 


to Be Taxed as Associations?’’Proceedings of 
New York University Fourth Annual Institute 
on Federal Taxation, p. 489. 
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ustc § 9401, 111 F. (2d) 332, 333. 
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business assets to a successor partnership 
does not in itself result in further gain or 
loss to the owners. If the assets are con- 
tributed immediately after the liquidation 
there can be no further gain or loss since 
their values upon contribution are of course 
identical to their values at liquidation. 


of values between the two events, no further 


gain or loss would result upon contribution , 


to the partnership because that action is not 
regarded as a point for taking account of 
gain or loss. This is an illustration of the 
general proposition that the concurrent or 
subsequent formation of a successor part- 
nership does not alter the tax consequences 
of liquidating a (predecessor) corporation. 


In considering the application of these 
rules about shareholder gains, it is important 
to observe that the tax costs of a liquidation 
to the several shareholders are not neces- 
sarily proportionate. The stockholders 
might not have the same amount of gain 
per share inasmuch as the tax basis of their 
shares need not be the same. Their respec- 
tive gains, moreover, might be taxed at dif- 
ferent rates, depending on the rate bracket 
into which the gain of each individual falls. 
The twenty-five percent ceiling rate on long- 
term capital gains limits this potential disparity 
but the possible deviation is still consider- 
able. Furthermore, the gain of an elderly 
shareholder might have escaped taxation 
entirely in the absence of a liquidation: death 
is not treated as an event giving rise to 
realization of gain by the deceased, while 
the inheritor acquires as a new basis the 
market value of the shares at his benefactor’s 
death. These possible discrepancies in the 
shareholders’ relative tax burdens accom- 
panying a change-over should be noted bet 
cause the interested parties may wish to 
adjust for them. On occasion this has been 
accomplished through an agreement per- 
mitting the unfavorably situated owner or 
owners to retain distributed cash or property 
not needed in operating the partnership. 
Such a compensatory arrangement does not 
affect the tax status of the change-over. 


Exceptions to General Rule 


The broad statement that the gains of 
shareholders upon liquidation of their cor- 
poration are taxed as capital gains is sub- 
ject to several qualifications. One concerns 
collapsible corporations. Nontechnically, 
these are corporations designed to convert 
what normally would be ordinary business 


1182 


loss to shareholders, the contribution of the ' 


Bute 
even if there were a time lapse and a change 4 


income into long-term capital gains for their 
owners. A simple example perhaps best ex- 
plains the device. If an established promoter 
of building ventures bought a tract of land, 
had a building erected on it, and then sold 
the project, his gain on the promotion would 
be ordinary business income. If he did all 
this as a one-man corporation, the gain 
would be business income to the corporation 


,and the corporate dividends representing this 


gain would be ordinary income to the pro- 
moter. But suppose he bought the land, 
transferred it taxfree to a new one-man cor- 
poration, constructed the building on the 
land, liquidated the corporation (more than 
six months after forming it), and then sold 
the building immediately afterwards. If the 
usual liquidation rules applied, the whole 
profit on this promotion would be a long- 
term capital gain to the promoter, recognized 
at the time of collapsing the corporation. 
However, for several years the Treasury 
Department has indicated that it regards 
such collapsible corporations as mere shams, 
This position apparently means it will seek 
to ignore the corporate riggings and tax the 
business gains directly to the shareholders 
as ordinary income. So far no court has 
passed upon the issue involved. But if the 
Treasury Department prevails, a change- 
over of a collapsible corporation to a part- 
nership would result in the gains of all the 
shareholders being taxed as ordinary income 
rather than as long-term capital gains. 


Though the Treasury Department has not 
as yet tested its position in the courts, it 
did succeed in having the Revenue Act of 
1950 deal with future use of the collapsible 
corporation. In essence, the act adds to 
Code Section 117 a new subsection which 
defines such a corporation, prescribes that 
the gain to a shareholder on liquidation of 
the corporation (or sale of his shares) shall 
not be a capital gain, and excludes certain 
situations from operation of this rule. The 
crux of the technical definition of a col- 
lapsible corporation is that it is: 

“. . a corporation formed or availed of 
principally for the manufacture, construc- 
tion or production of property ... with a 
view to (1) the sale or exchange of stock 
by its shareholders (whether in liquidation 
or Otherwise), or a distribution to its share- 
holders, prior to the realization by the cor- 
poration . . . of a substantial part of the net 
income to be derived from such property; 
and (2) the realization by such shareholders 
of gain attributable to such property.” 


Capital gain treatment is denied to a share- 
holder on the liquidation of such a corpora- 
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tion or sale of his shares, except in three 
situations which can be described loosely 
as follows: (1) the particular shareholder 
did not actually own or constructively own 
more than ten per cent of the shares at any 
time after the income-producing operations 
of the corporation began; (2) not more than 
seventy per cent of the gain recognized is 
attributable to the income-producing opera- 
tions of the corporation; or (3) the gain is 
realized at least three years after the income- 
producing operations of the corporation are 
completed. These provisions, which of 
course concern the change-over of a col- 
lapsible corporation to a partnership, apply 
only to taxable years ending after Decem- 
ber 31, 1949, and only to gains realized after 
that date. For gains realized prior to that 
time, the act expressly states that the tax 
consequences are to be determined as though 
the new legislation had not been enacted. 


The chief pitfall in the new provisions 
seems to be that some “innocent” taxpayer 
will preclude themselves from capital gain 
treatment by acting without proper advice. 
Taxpayers who form a corporation intend- 
ing to collapse it to dodge taxes have no 
claim to sympathy if they are caught by the 
closing of the loophole they sought to ex- 
ploit. However, there doubtless will be tax- 
payers who organize a corporation without 
any intention of collapsing it, but who later 
change plans and liquidate it—perhaps to 
change over to a partnership—for a “good” 
business reason. Where the situation fits 
the technical specifications of the statute, 
it is not difficult to envisage the tax au- 
thorities viewing the corporation as one 
“availed of” for the purposes which describe 
a collapsible corporation. Already attorneys 
have begun to swap stories about “legitimate 
business transactions” which had to be quashed 
because of this specter. But this is to be 
expected: it is the customary price which 
some taxpayers must pay for the closing of 
loopholes discovered and exploited by others. 


Code Section 112 (b) (7) 


The Revenue Act of 1950 contains another 
qualification to the general rule that on liquida- 
tion of a corporation the gains of shareholders 
are recognized and taxed as capital gains. 
This qualification consists in the reactivation 
of Code Section 112 (b) (7). That section 
had provided a special rule for treating 
shareholders’ gains arising upon liquidation of 
a domestic corporation accomplished com- 
pletely during any one month in the year 


Third Annual Tax Conference 


1944. The new law makes the special rule 
applicable to the liquidation of a domestic 
corporation which occurs during any one 
month in the year 1951. Because such a 
liquidation may be part of a corporation-to- 
partnership change-over, the revitalized sec- 
tion is included in this review. But because 
it is intricate in the extreme and is likely 
to affect relatively few change-overs, the 
discussion of the section is confined to its 
central features. 


The section is designed primarily to mini- 
mize the shareholders’ tax costs of liquidat- 
ing a corporate holding company which owns 
assets that appreciated in value while in its 
hands. This unrealized appreciation will 
likely produce a gain for the shareholders 
on their investment in the holding company, 
and, under the general rule, that gain would 
be recognized at liquidation as capital gain. 
The thrust of the special rule is to permit 
the shareholders to elect to postpone recog- 
nition of that portion of their own gain 
which in a sense is allocable to the unrealized 
appreciation of the holding company’s assets. 
The heart of the section is the formula for 
making this allocation of a shareholder’s 
gain. (It is to be remembered that the sec- 
tion is concerned only with the shareholder’s 
gain, that the gain is measured by the value 
received by him at liquidation in excess of his 
adjusted basis, and that the gain is long or 
short term depending on how long he has 
“held” his investment.) The formula for an 
individual shareholder is roughly this: The 
gain is assumed to be attributable first to his 
share of the company’s retained (i. e., ac- 
cumulated) earnings and profits. This part 
of the gain is treated as an ordinary divi- 
dend to the shareholder. The next part of 
the gain is allocated to any cash he receives 
on distribution, over and above his share 
of the company’s retained earnings and prof- 
its. This part is treated as a capital gain. 
The balance of his gain, if any, is then 
attributed to the noncash assets distributed 
to him. Recognition of this part of the gain 
is postponed by carrying over to these assets 
the adjusted basis for his holding company 
shares, decreased by the cash he received 
(in excess of his share of retained earnings 
and profits) and increased by the amount 
of recognized capital gain. The whole thing 
is made a little more complicated by treating 
as cash the value of any stock or securities 
bought by the company after August 15, 
1950. This step is intended to thwart those 
shareholders who sought to avoid recog- 
nition of gain by having their company con- 
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vert its cash into stock or securities after it 
became generally apparent that Section 112 
(b) (7) would be reactivated. 


Enough has been said to demonstrate that 
the section is complicated and that it is a 
highly specialized affair. 

One other possible qualification of the 
broad principle that gains or losses of share- 
holders are recognized upon liquidation of 
their corporation is noteworthy in connec- 
tion with change-overs. How will such gain 
or loss be treated if the partnership is later 
characterized and taxed as a corporation? 
Viewing all the steps together, they would 
appear to have accomplished merely a formal 
corporate alteration of a type comprehended 
by the tax-free reorganization provisions. 
Superficially it might seem inconsistent to 
hold that the change was so inconsequential 
that, in its operations, the partnership is to 
be taxed as a “corporation,” and also to 
insist that the change was a matter of such 
substance that shareholders’ gains or losses 
should be tallied up. But this simple analysis 
is inadequate. Where a taxpayer seeks to post- 
pone being taxed on a realized gain, it is not 
unreasonable to require that he comply with 
all the technicalities of the nonrecognition 
provisions, in order to obtain this benefit. 
In a change-over which takes the form of 
a shift from a corporation to a partnership, 
it is likely that not all these technical re- 
quirements will be strictly met. This fact, 
however, should have no bearing on whether 
the resulting partnership is properly taxable 
as a corporation... When looked at in this 
fashion, the combination of taxing the share- 
holder’s gain on liquidation and treating the 
successor partnership as a corporation is 
not necessarily inconsistent or unfair.’ 


Corporate Income Tax 


A third aspect of change-overs concerns 
the treatment of gain or loss on business 
assets for purposes of the corporate income 
tax. Although the liquidation of the cor- 
poration results in recognizing gains or losses 
of the shareholders on their investments, it 
is not considered a taxable event for the cor- 
poration. That is, the liquidating corpora- 
tion is neither charged with gain for assets 
which appreciated while it held them nor 


3If a shareholder is unable to claim the 
benefits of the nonrecognition provisions (Code 
Sections 112 (b) (3) and (4) and 112 (g)) ina 
change-over, it does not necessarily follow that 
the Commissioner cannot invoke them to pre- 
vent the shareholder from claiming a loss or 
to prevent the business from getting a stepped- 
up basis for its assets. See Survaunt v. Com- 
missioner, 47-2 ustc § 9344, 162 F. (2d) 753. In 
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given a deduction for a corresponding loss 
in value. Under some circumstances it may 
be advisable taxwise for the corporation, 
before liquidation, to sell assets which have 
declined in value in order for the corpora- 
tion to utilize the resulting loss. But a sale 
of such assets to the partnership which is 
to be its successor is apt to backfire. If the 
sale technically comes within the coverage 
of Section 24 (b), which disallows deduction 
of losses on certain sales or exchanges be- 
tween related or friendly parties, the claimed 
loss deduction is automatically outlawed. And 
even if the loss escapes the reach of the 
statutory proscription it might be attacked 
under the judicial doctrine that a loss which 
lacks reality need not be recognized.‘ 


There are a couple of matters which might 
usefully be viewed as though they were 
exceptions to the general rule that a corpora- 
tion does not realize taxable gain on dis- 
tribution of its assets in liquidation. One is 
the statutory requirement that if the corpo- 
ration is reporting profits on the installment 
sales basis, on liquidation it must accelerate 
and report the full balance of profits om such 
sales.’ The other is an approach developed 
under Section 41 to prevent a corporation 
which uses the cash method of accounting 
from utilizing a liquidation to escape being 
taxed on income it has earned. This ap- 
proach requires the corporation to include 
in its income items which it had fully and 
unconditionally earned prior to liquidation 
but which it had not actually received in 
cash by then.’ In effect the cash-method 
taxpayer is placed on the accrual method as 
to these items. Without this adjustment the 
corporate income would be distorted inas- 
much as the expenses of earning the income 
items would have been deducted previously 
by the corporation. But the reach of this 
approach is at present limited. It apparently 
never has been extended to require the corpo- 
ration to include in its income the profit 
inherent in inventory on hand at liquidation 
or in contracts under which payment is con- 
tingent on events subsequent to the liquidation. 


Tax Basis of Assets After Change 


A fourth aspect of a change-over concerns 
the tax basis of the assets of the business 


connection with the discussion in the text, see 
also Vestal v. Commissioner, 45-2 ustc { 9461. 
152 F. (2d) 132; G. C. M. 621, V-2 CB 5 (1926). 

* Higgins v. Smith, 40-1 ustc {J 9160, 308 U. S. 
473, states the core of this doctrine. 

5 Code Section 44 (d). 

6 Susan Carter, CCH Dec. 16,015, 9 TC 364 
(1947). 


December, 1950 @e TAX ES—The Tax Magazine 


SS 
Ly 
n, 
ye 


he 


ng 
ng 


>SS 
see 


6). 


ne 


after the change, for both computing depre- 
ciation deductions and figuring gain or loss 
upon disposing of the assets. In change- 
overs, as is true generally, the provisions 
governing basis are correlated with those 
governing recognition of gain and loss. The 
correlation here is achieved as follows: Basis 
of the assets for the partnership is the same 
as basis for the owners before contributing 
the assets to the partnership; and no gain 
or loss results from the contribution. Basis 
of the assets for the owners before contribu- 
tion is the market value of the assets when 
received in exchange for the owners’ stock 
on liquidation of the corporation. Since that 
value also measures the amount of gain or 
loss of the owners on liquidation of the cor- 
poration, the owners’ basis for the assets 
equals their old basis for their stock plus 
any gain, Or minus any loss, resulting to 
them from the liquidation. Therefore, after 
the liquidation the basis of an asset of the 
business is calculated without reference to 
its basis in the hands of the corporation. In 
essence a new basis is given each asset by 
allocating the total value of the business at 
liquidation among all its assets according 
to their market values at that time. 


Obviously the allocation of value—and 
hence of basis—among the various categories 
of assets might be highly significant taxwise 
for future operations of the business as a 
partnership. The owners are likely to seek 
the same allocation pattern as would a pur- 
chaser of a sole proprietorship.’ That is, 
they would prefer a heavy allocation to both 
inventory and assets which may be amor- 
tized relatively quickly, and a light alféca- 
tion to unamortizable items and those which 
can be amortized at only a slow pace. 


Two illustrations may serve to underline 
the relationships which have been pointed 
out. Where the corporation has a depre- 
ciable asset that increased in value while 
held by it, the amount of the increase likely 
will be reflected in the gain to the share- 
holders on liquidation, but it will also be 
added to the tax basis of the asset after 
liquidation. The gain to the shareholders 
will be a capital gain, very probably a long- 
term gain qualifying for the bargain rates. 
The increased basis for the asset, however, 
will give rise to a corresponding increase 

™See Lynskey, ‘‘Purchase and Sale of Pro- 
prietorships and Partnerships,’’ TAxES—The 
Tax Magazine, December, 1949, p. 1091. 

8 Shelton, ‘‘Stockholder’s Gain on the Liquida- 
tion of a Corporation When There Is Good 
Will,’’ Proceedings of New York University 


Seventh Annual Institute on Federal Taxation, 
p. 349. 
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in deductions for depreciation, which in 
effect can be offset against the ordinary in- 
come of the partners. As the spread be- 
tween the bargain capital gain rates and 
the ordinary income rates increases, this 
advantage likewise grows. 


Good Will 


The other illustration concerns an “asset” 
of a different sort. Where the value of the 
corporation includes an element of good 
will, the tax authorities might seek to reflect 
that element in computing the gain of the 
shareholders on the liquidation.* On first 
impression it seems odd to speak of good 
will—which in a sense is another label for 
going concern value—in connection with a 
corporation that is undergoing liquidation. 
Perhaps the apparent incongruity accounts 
in part for the cases in which the tax au- 
thorities have ignored or overlooked good 
will in valuing assets of a liquidating cor- 
poration. But the logic of considering good 
will as an “asset” seems less strange where 
it is obvious that the business is being held 
together and continued in another form. In 
any event, if the valuation of the corporation 
includes good will (as distinguished from 
specific intangible assets)*® the partnership 
will.not be able to amortize the good will 
in its operations. Stated in another way, a 
gain to the stockholders attributed to good 
will of the business cannot be offset during 
subsequent operation of the business in part- 
nership form. If the good-will element is a 
substantial portion of the total valuation, a 
change-over plan itself might become mark- 
edly less attractive. 


In a large fraction of change-overs, how- 
ever, it is unlikely that the tax authorities 
could find a substantial good-will element 
even if they adhered to the practice of search- 
ing for it. This is especially true of a busi- 
ness which is characterized by one of the 
following patterns: it receives income largely 
from performance of personal services; it is 
simply a single businessman in corporate 
clothes; it is a relatively new venture which 
has not been highly profitable in relation to 
its tangible invested capital; or it has not 
developed or promoted its own name or that 
of its products. Each of these factors will 

9 Where the value is attributable to a specific 
intangible asset, such as a patent, copyright, 
license, franchise or contract, the partnership 
will be entitled to amortize that value if the 


asset has a life limited definitely either by stat- 
ute or by the terms of an enforceable contract. 
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tend to indicate that the going business as 
such does not possess a value over and above 
that of its particular assets. 


The good-will problem calls to mind a 
change-over arrangement which might seem 
to be a rather spectacular way to save taxes. 
Suppose a corporation has substantial good- 
will value and/or other unamortizable assets 
which have increased in value, and that a 
liquidation would result in large capital gains 
for the shareholders. Instead of following 
the usual change-over procedure, the share- 
holders establish a new partnership and 
cause it to purchase with its own notes 
the assets of the corporation at a price equal 
to the corporation’s tax basis for the assets. 
Assume that this price also approximates 
the stockholders’ aggregate tax basis for 
their shares. Thereafter the corporation 
liquidates and distributes the notes pro rata 
to the shareholders, who then cancel the 
partnership’s notes pursuant to an agree- 
ment to treat the cancellation as a contribu- 
tion of capital to the partnership. On the 
surface, it appears that the plan has effec- 
tuated a change-over with tax consequences 
practically identical to those which would 
obtain if the shift were a tax-free exchange 
both for the corporation and the share- 
holders. But beneath the surface lie two 
imposing dangers. The series of moves 
could readily and realistically be viewed as 
tantamount to a corporate liquidation, in 
which gain to the shareholders is recog- 
nized, followed by transfer of assets to the 
partnership. Such a result would deprive 
the owners of the tax advantage they sought. 
In the alternative, the tax authorities might 
assert that the difference between the market 
value and the sale price of the corporate 
assets represented a distribution by the cor- 
poration to the shareholder-partners and that 
the distribution is taxable to the shareholders 
as a dividend to the extent the corporation 
had earnings and profits. This result doubtless 
would cost the owners far more in taxes than 
a simple, straightforward change-over.” 


Separate-Unity Principle 


A fifth aspect of change-overs deals with 
situations which can arise because the tax 
law contains numerous exceptions to its gen- 
eral principle that, in computing the amount 
of tax, each year is to be treated as a sepa- 
rate unity. Under this principle, transac- 


tions which span several years are artificially 
divided into separate temporal compartments, 
and the factors falling into one cannot be 
used to offset or modify the tax effects of 
those falling into the others. Because the 
tax system does not contain an over-all ar- 
rangement for averaging income over the 
years, exceptions to the separate-unity 
principle have been developed to modify its 
harshness. Some of these form relevant con- 
siderations in a corporation-to-partnership 
switch because the resulting discontinuity of 
the taxpayer prevents the business from 
taking advantage of those exceptions which 
otherwise could have been invoked. Thus, 
the successor partnership cannot offset its 
income by carrying forward the corpora- 
tion’s previous net operating losses or un- 
used capital loss carry-overs; it cannot invoke 
the tax-benefit rule to escape the tax on 
various recoveries or refunds on items for 
which the predecessor corporation took de- 
ductions but secured no tax benefit; and 
it cannot carry back its own net operating 
loss as an offset against the previous year’s 
income of the corporation. In all these situa- 
tions, and others, the opportunity for “re- 
lief” is lost with the liquidation of the 
corporation. 


Similar to these items are expenditures 
which eventually could have been deducted 
by the corporation which made them, had 
it continued to operate, but which are not 
regarded as expenses of the partnership and 
therefore cannot be deducted by it. These 
include, for example: the liabilities in- 
cursed by the corporation for which it could 
not take a deduction prior to liquidation be- 
cause the obligations were too indefinite or 
contingent; the unamortized portion of 
capitalized expenses, such as the expense 
of issuing mortgages and bonds or the cost of 
leasehold rights; the unrecovered cost of 
borrowing funds as represented by a bond 
discount; and the unutilized part of deple- 
tion based on discovery value (which is 
handled likes a capitalized expense). All 
these potential deductions are in effect 
treated as though nontransferable by the 
corporation to its successor partnership.” 


In the vast majority of change-over cases, 
the dollar cost of foregoing the potential “re- 
lief” of the nontransferable deductions is not 
likely to be significant. But in some situa- 
tions it can mount to substantial proportions. 





” See John Q. Shunk, CCH Dec. 16,253, 10 TC 
293 (1948), 49-1 ustc { 9232, 173 F. (2d) 747 
(CA-6). 
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1 See Friedman, ‘‘Points to Be Considered in 
Liquidating a Corporation,’’ Proceedings of New 
York University Fifth Annual Institute on Fed- 
eral Taxation, p. 747. 


December, 1950 @e TAX ES—The Tax Magazine 





on 


nd 


ng 
r’s 
la- 


he 


All 
ect 
che 


ed- 








This occasionally has lead to the sugges- 
tion that the old corporation be retained in 
existence and that a greater or lesser part 
of its business and assets be transferred to 
the projected partnership. Some possible 
consequences of such an arrangement will 
become apparent later when partial change- 
overs are reviewed. 


Family-Partnership Doctrine 


A sixth aspect of change-overs pertains 
to the family-partnership doctrine and the 
absence of its counterpart for corporations. 
Assume that the principal owner and pri- 
mary income-producing factor of the busi- 
ness—the head of the family—has made gifts 
of stock in the business to members of his 
family. Assume also that if the business 
had been a partnership these efforts to split 
its income would have failed because, under 
contemporary judicial standards, the part- 
nership would not be regarded as a bona- 
fide business venture. The question now 
arises whether, in a change-over, the part- 
nership which succeeded the corporation 
would meet with the same reception. A 
recent Tax Court opinion indicates that it 
would not, on the ground that the donee- 
shareholders are to be regarded as having 
contributed capital to the partnership—the 
capital being their undivided interests in the 
business assets as represented by their 
stock.” But a caveat seems in order: this 
reasoning might not extend to a case in 
which the capital of the business (i. e., its 
tangible assets) was very small in propor- 
tion to its earnings. 


Insurance Policies 


A seventh aspect of complete change-overs 
deserves comment almost solely because it 
is a tax trap for which a large number of 
businesses are eligible. It concerns insur- 
ance policies owned by the business on the 
life of its employees, officers or shareholders. 
The trap exists because there is a strange 
exception to the general rule that the pro- 
ceeds of policies are exempt from tax when 
paid upon the death of the insured.” The 
exception is that proceeds received by a 
transferee for value are taxable to the ex- 


tent they exceed his investment in the policy. 
This exception might be pertinent to a 
change-over since the transfer of a policy 
from corporation to partnership might be 
treated as a transfer for value. The prudent 
course, in the view of this possibility, has 
been well publicized. One tax advisor states 
it tersely in these terms: 


“(1) Place the ownership of policies in 
the parties insured. Do this rather than 
place them in the new partnership or all 
partners. (2) Have the insured purchase the 
policies and own them personally. This is 
not a transfer for value. The insured can 
collect the proceeds tax free. (3) Do not 
assign to the new partnership. Do that only 
if you are willing to pay a tax on its collec- 
tion of the proceeds. (4) Depending upon 
the insurability of the employee at liquida- 
tion of the corporation, it is sometimes best 
for a corporation to surrender the policy. 
Its cash value so obtained would be distri- 
buted to the stockholders among other as- 
sets. The stockholder-partners could then 
get a new policy on the life of the employee.” 


Partial Change-Overs 


Many of the tax aspects already considered 
in connection with complete change-overs 
may arise in partial ones. The treatment 
of these matters is essentially the same in 
both situations. Accordingly, in taking up 
partial change-overs the review will be limited 
to two issues that might be confronted in 
partial but not in complete change-overs. 


An earlier presentation in this series has 
dealt with what probably is the most threat- 
ening tax aspect of a partial change-over.” 
If a corporation with accumulated earnings 
and profits liquidated in part by distributing 
a portion of its assets pro rata to the share- 
holders, the distribution would be a taxable 
dividend regardless of the fact that the 
shareholders committed these very assets to 
a successor partnership immediately after 
receiving the distribution. If a fraction of 
the outstanding shares of the corporation 
were canceled as part of the plan, the earlier 
presentation stressed that the tax authorities 
would be quick to invoke Section 115 (g) 
and treat the distribution as equivalent to, 
and therefore taxable as, a dividend. 





22 Triplett Estate, CCH Dec. 17,815(M), 9 TCM 
684: see Edward A. Theurkauf, CCH Dec. 
17,226, 13 TC 529 (1949). 

18 Code Section 22 (b) (1). 
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14 Lasser, ‘‘Reorganizing to Obtain a More 
Advantageous Tax Position, ‘“‘TAxEsS—The Tax 
Magazine, June, 1947, p. 525, at p. 531. 

15 See the remarks of Mr. Waldo in his article, 
‘Liquidation of a Shareholder’s Interest in a 
Closely Held Corporation,’’ in this issue, p. 1162. 
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Nor would more roundabout procedures 
for splitting off assets earmarked for the part- 
nership be likely to fare better. A reorgani- 
zation in which the assets were distributed 
would run into the Bedford case principle; * 
a recapitalization in which assets were dis- 
tributed would run into the Baszley case 
principle;” and a complete liquidation fol- 
lowed by reincorporation of only those assets 
not earmarked for the partnership would 
run into the Lewis case principle.” None of 
these maneuvers can hide the central fact 
that assets of a corporation with accumulated 
earnings and profits were being distributed 
to the stockholders. Each of them appears 
to be an invitation to litigation. 


Two main avenues for circumventing the 
taxable dividend impasse might be open. 
One is to set up the partnership and have 
it buy from the corporation those assets re- 
quired in its projected operations. This pro- 
cedure will by-pass the dividend threat, but 
at the expense of producing a taxable gain 
for the corporation where the transferred 
assets have increased in value, and of leav- 
ing the corporation with large sums of uncom- 
mitted cash (or its equivalent) which might 
invite questioning, under Section 102, about ac- 
cumulating a surplus to defeat the individual 
surtax. The other avenue seems more at- 
tractive if it is feasible in the particular cir- 
cumstances involved. It consists of organizing 
a partnership to take over a certain business 
activity and then simply withdrawing the 
corporation from that area. If the activity 
is a new one for the business, the latter step 
is unnecessary. Should the activity require 
use of facilities belonging to the corpora- 
tion, these can be leased to the partnership 
at realistic and reasonable rates. In effect 
this plan divides the business between cor- 
poration and partnership without disturb 
ing the ownership of business assets. Thus 
it does not present questions about recogni- 
tion of gain or loss on the transfer of assets 
or about the tax status of a corporate dis- 
tribution to shareholders. 


Substantial Control by Same Party 


The second aspect of partial change-overs, 
and the last topic in this review, deals with 
the tax consequences stemming from the 
fact that the corporation and partnership 
are controlled substantially by the same 

16 Commissioner v. Bedford Estate, 45-1 ustc 
{ 9311, 325 U. S. 283. 


11 Bazley v. Commissioner, 47-1 ustc { 9288, 
331 U. S. 737. 
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parties, and from the possibility that they 
may be operating in related areas or doing 
business with each other or engaging in 


transactions in common. These factors 
present the problem of realistically reflecting 
the respective incomes of the two organiza- 
tions. Primarily this matter is in the province 
of Section 45 and closely allied judicial 
doctrines which are fashioned to cope with 
evasive tactics made possible by the existence 
of two or more business organizations under 
common control. Their ramifications are 
fairly extensive and in part not germane to 
this review. The more pertinent portions per- 
haps can be condensed along the following 
lines without too much distortion: * 


The tax law recognizes that owners of a 
business have the privilege of splitting up 
the business operations between a corpora- 
tion and a partnership. It recognizes that 
they may do so if the partnership is es- 
tablished to perform newly undertaken func- 
tions which the existing corporation could 
easily have absorbed; and it recognizes that 
they may do so even if all the activities 
theretofore have been regularly conducted 
by the corporation alone. In other words, 
the two organizations will be recognized as 
separate for tax purposes despite the close 
dovetailing of their activities. However, the 
owners will not be permitted to reduce taxes 
simply by creating a partnership on paper 
and pretending that it earns a share of the 
business income. An unreal partnership will be 
ignored for tax purposes, as are other shams. 


The line between genuine and fake part- 
nerships has been drawn where reasonable 
businessmen would expect to find it. A split- 
ting of business between corporation and 
partnership will be sustained if, in general, 
each unit has (1) maintained separate books 
of account reflecting its net income under 
acceptable accounting standards; (2) con- 
ducted business operations by contributing 
services and/or capital to the business ac- 
tivities; and (3) engaged in operations which 
are traditionally regarded as separable from 
those of the other unit (so that the result- 
ing division does not seem “unnatural”). 
Pairs of operations that have been recognized 
as separable include: manufacturing a prod- 
uct and distributing it, operating a building 
and owning it, selling on commission and 
trading in similar commodities, and conduct- 
ing two different manufacturing operations. 

8 Lewis v. Commissioner, 49-2 ustc {| 9377, 176 
F. (2d) 646 (CA-1). 

1%” A comprehensive discussion of Section 45 


and the cases under it is contained in Cooper, 
“Section 45," 4 Tax Law Review 131 (1949). 
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All things considered, not many firm’ are 
likely to fall on the sham side of the dividing 
line. But the tax cost of landing there might 
be great. The income sought to be siphoned 
off to the partnership will, of course, be in- 
cluded as part of the corporation’s income. 
In addition, if such income actually were 
paid over to the owners of the business it 
might be viewed as dividends distributed 
to them by the corporation. Finally, if a 
partner was not also a shareholder, the pay- 
ment to him of what the owners called 
“partnership income” might be viewed by 
the tax authorities as a constructive gift of 
money received by a shareholder as divi- 
dends. This last eventuality seems remote— 
but not impossible.” 


If the partnership is real the owners never- 
theless are not privileged to juggle accounts 
between the corporation and partnership 
merely to keep their taxes continuously at a 


minimum. Having created two organizations 


with separable operations, for tax purposes, 
the owners can be held to conditions that 
simulate those likely to prevail if the organ- 
izations really were independent and dealt 
with each other at arm’s length. There is 
no need to cite the various litigated situa- 
tions in which Section 45 has been invoked 
by the tax authorities to allocate income 
or deductions between related units. It is 
sufficient to note that in each situation the 
deviation from ordinary businesslike conduct 
appears to have been so great that, statutory 
technicalities apart, one wonders how the 
outcome of the litigation could have been 
in doubt. In this sense it is reasonable to 
conclude that, in changing over in part from 
a corporation to a partnership, businesslike 
men need not be concerned with Section 45 
and related judicial principles. [The End] 
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HE SCOPE of a study involving tax 

deductions and “public policy” can be 
almost without end. In order to delimit 
this inquiry, it will be pursued within the 
following framework: 


(1) There is a force called “public policy” 
which (i) as to some things, may be ex- 
plicitly expressed in statutes, (ii) as to 
others, may be embodied in judicial opin- 
ions, and (iii) as to still others, may be 
impliedly accepted by the community under 
the canons of good taste or moral sanction 
not yet crystallized into law. 


(2) In the conduct of business, certain 
expenditures may be incurred in connection 
with transactions “against public policy”; 
and as to such expenditures, the question 


arises whether they should be allowed as 
deductions in determining the amount of 
income subject to tax. 


(3) These expenses may be classified 
into the following categories: (i) Fines, 
penalties and other payments to the govern- 
ment, for violation of statutes, ordinances 
and executive orders; (ii) payments to 
others than government “in restitution” of 
such violations; (iii) legal expenses and 
other costs incurred in defending against 
the imposition of such fines, penalties and 
payments where the taxpayer prevails in 
his defense or where the taxpayer does not 
prevail; (iv) commissions, bribes and 
gratuities (otherwise characterized as kick- 
backs and “greasing of palms” (Lilly, CCH 
Dec. 17,669, 14 TC —, No. 120 (1950))). 





See Forcum-James Company, CCH Dec. 


15,486, 7 TC 1195 (1946); Alfred W. Gordon, 
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CCH Dec. 8277, 29 BTA 275 (1933), rev'd 37-1 
ustc { 9088, 87 F. (2d) 663 (CCA-8). 
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What Is Public Policy? 


This term had its origin in law as a 
designation characterizing certain types of 
contracts which were unenforceable for no 
specific statutory reason, but because they 
were “against public policy.” 


The term is explained thus (6 R. C. L. 
712): “As applied to contracts which are 
against public policy, the term covers a 
wide range. It embraces all acts or con- 
tracts which tend clearly to injure the pub- 
lic health, the public morals, the public 
confidence in the purity of the administra- 
tion of the law, or to undermine that sense 
of security for individual rights, whether 
of personal liberty or of private property, 
which any citizen ought to feel.” 


A somewhat broader explanation of the 
term appears in Lilly, cited previously, a 
case which will be discussed at greater 
length at a later point in this paper: 


“Public policy is defined as the public 
good. Everything that tends clearly to un- 
dermine that sense of security of individual 
rights, whether of personal liberty or private 
property, which any citizen ought to feel, is 
against public policy [citing cases]. 


“Public policy has been defined as being 
that principle of law which holds that no 
person can lawfully do that which has a 
tendency to be injurious to the public, or 
against the public good, which may be 
designated, as it sometimes has been, the 
policy of the law, or public policy in relation 
to the administration of the law. 


“It has been held that public policy is 
the community common sense and common 
conscience extended and applied throughs 
out the state to matters of public morals, 
public health, public safety, public welfare, 
and the like; it is that general and well 
settled public opinion relating to man’s 
plain, palpable duty to his fellow men, hav- 
ing due regard to all the circumstances of 
each particular relation and situation. 


“It has also been said that many things 
which the law does not prohibit in the sense 
of attaching penalties to punish their commis- 
sion can not be admitted as the subject of 
a valid contract if they are so mischievous 
in their nature that to permit them to be 
the subject matter of a contract would be 
violative of public policy under the prin- 
ciple that no one can lawfully do that which 
has a tendency to be injurious to the public 
welfare. .” (Italics supplied.) 
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Public Policy 
and Income Tax Deductions 


Nowhere in the Internal Revenue Code 
nor in Regulations 111 is it stated that busi- 
ness expenses which are otherwise “ordi- 
nary and necessary” may not be deducted 
because they may be “against public policy.” 
Nowhere in the Code is it stated that “pen- 
alties” may not be deducted. The only 
“penalties” proscribed by Regulations 111 
are: “Penalty payments with respect to 
federal taxes whether on account of negli- 
gence, delinquency or fraud.” The Regula- 
tions state that these “are not deductible 
from gross income.” This provision grew 
out of G. C. M. 11358, XII-1 CB 29 (1933) 
which modified an earlier (1919) ruling 
(Sol. Op. 926, 1 CB 241) which provided 
in part that, while “the payment of an addi- 
tion to tax upon a false or fraudulent return 
may not ordinarily be deducted from gross 
income as a business expense and may 
never be deducted in the case of an individ- 
ual who himself was gwilty of making a 
fraudulent return [where] by reason 
of the negligence of some clerk or officer 
of a corporation a penalty is incurred and 
paid, the penalty is an ordinary and neces- 
sary business expense and may legally be 
deducted from gross income. The same 
may also be true of the penalty imposed for 
delinquency in the filing of an individual 
return.” 


Following the decisions in Great Northern 
Railway Company v. Commissioner, 2 ustc 
7 504, 40 F. (2d) 372 (CCA-8, 1930), cert. 
den. 282 U. S. 855, and Burroughs Building 
Material Company v. Commissioner, 2 ustc 
{ 641, 47 F. (2d) 178 (CCA-2, 1931), G. C. M. 
11358 provided that: “Penalty payments 
whether on account of negligence, delin- 
quency or fraud are not deductible from 
gross income as business expenses.” 


These cases, and other cases and rulings 
which preceded and followed them, will be 
considered in the next section in relation 
to their impact on the influence of public 
policy on deductions for income tax purposes. 


The four categories of expenses set forth 
in paragraph (3) at the beginning of this 
article may best be discussed by regrouping 
them as follows: 


(1) Pre-OPA situations, of which the 
capstone case is Commissioner v. Heininger, 


44-1 ustc J 9109, 320 U. S. 467. 


(2) Rulings and cases arising under OPA 
and the Emergency Price Control Act of 
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1942 (Public Law 421, Chapter 26, Seventy- 
seventh Congress, Second Session, as 
amended). 


(3) Post-OPA rulings and cases. 


Pre-OPA 


We have seen how, as early as 1919 (Sol. 
Op. 926), the Treasury Department was in- 
clined to consider as ordinary and neces- 
sary business expenses those penalties in- 
curred “by reason of the negligence of some 
clerk or officer of a corporation,” or “im- 
posed for delinquency in the filing of an 
individual return”—only to reverse itself 
in 1933 (G. C. M. 11358) following two ap- 
pellate court cases on analogous issues. 


In the interim, the department had con- 
sidered the question of deductibility of 
expenses incurred in defense against the 
imposition of penalties. In 1925, it had 
issued I. T. 2168, IV-1 CB 140, which pro- 
vided that: “The amount expended for 
attorney fees and expenses incident to disbar- 
ment proceedings instituted against the tax- 
payer, an attorney, are not deductible as a 
business expense.” This ruling was re- 
versed by I. T. 2252, V-1 CB 226 (1926), 
upon the authority of S. M. 4078, V-1 CB 
226, which concerned the deductibility of 
legal expenses incurred by a physician in 
defending a suit for malpractice. 


The memorandum stated in part: 


“The deductibility of expenses of this 
characters depends on whether they consti- 
tute ordinary and necessary expense in- 
curred by the taxpayer in carrying on his 
trade or business. .. . 


“The action in the defense of which the 
expenses in question were incurred was a 
bersonal one brought by one whom 
the taxpayer treated in the course of his 
business. Under the circumstances, 
expenses incurred by the taxpayer in de- 
fending himself were just as much ordinary 
and necessary business expenses as would 
be expenses incurred by a merchant in de- 
fending an action for personal injuries 
caused by one of his delivery automobiles. 
In the latter case it is believed the deduc- 
tion would be allowed without question. 


“There is no analogy between expenses 
of the kind here involved.and those incurred 
by one accused of crime. A criminal 
action against a druggist for violation of 
the narcotic laws has no direct connection 
with the druggist’s business. If the druggist, 
on the other hand, were sued for damages 
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by reason of having improperly filled a pre- 





scription, the action would arise directly 
out of the business.” (Italics supplied.) 


This memorandum was cited with ap- 
proval by the Supreme Court in Kornhauser 
v. U. S., 1 ustc J 284, 276 U. S. 152 (1928). 
This case involved the deduction by a tax- 
payer of a $10,000 legal fee paid by him to 
defend himself in a suit for accounting 
brought against him by a former partner. 
The taxpayer received stock in a corpora- 
tion as a fee for his service which he was 
successful in showing was rendered after 
the termination of the partnership. Conse- 
quently, he was the victor in the suit. 


He was assessed $1,126.15 income tax for 
1918 upon the disallowance of the $10,000. 
He paid the tax and sued for refund. The 
Commissioner demurred on the ground that 
the $10,000 was a personal expense, and 
the Court of Claims sustained the demurrer. 
It seems that the Supreme Court would 
have allowed the deduction even if the tax- 
payer had not been successful in his suit, 
on the ground that regardless of the out- 
come the expense was still a business expense. 


An expression against the deductibility of 
penalties, more sweeping than G. C. M. 
11358, was S. R. 1448, IV-1 CB 140, issued 
in 1925. The Solicitor had been asked his 
opinion concerning the deductibility of pen- 
alties incurred by a railway company on 
account of violations of the federal hours- 
of-service law. Said the Solicitor in part: 
a the question of whether .. . the 
taxpayer’s violations . . . were willful does 
not appear material . as the sole ques- 
tion to be determined is whether or not 
the items claimed as deductions may be 
properly classified as ‘ordinary and neces- 
sary expenses’ paid in carrying ‘on 
any trade or business. This office is of the 
opinion that they may not be so classed. To 
perform an act in violation of law is no part of 
the taxpayer's business.’ (Italics supplied.) 


Against the background of these rulings, 
and the Kornhauser case, let us consider a 
series of cases which followed: 


The Great Northern Railway case was 
decided in 1930 by the Court of Appeals 
for the Eighth Circuit, which affirmed the 
Board of Tax Appeals in denying a deduc- 
tion for penalties aggregating $4,587.02 paid 
in 1917 for violation of certain federal stat- 
utes relating to safety appliances, etc. and 
for the violation of customs regulations. In 
connection with these penalties or fines it 
was stipulated that the violations were the 
result of negligence or inadvertence on the 
part of the taxpayer’s employees. 
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Ordinary and Necessary 
Business Expenses 


The Burroughs Building Material case was 
decided in 1931 by the Court of Appeals for 
the Second Circuit which affirmed the Board 
of Tax Appeals in denying a deduction for 
penalties and legal expenses under the fol- 
lowing circumstances: 


In 1921 taxpayer was indicted for the 
violation of a New York statute against 
price fixing, pleaded guilty to the indict- 
ment and paid a fine of $2,500 imposed by 
the Supreme Court of New York. Tax- 
payer’s president, because of his participa- 
tion in the price-fixing agreement, was also 
indicted, pleaded guilty and paid a fine of 
$450 and $60 costs. Taxpayer paid $4,500 
to a law firm employed to conduct the de- 
fense of itself and its president. These 
payments, aggregating $7,510, were deducted 
by the taxpayer on its 1921 income tax re- 
turn as “ordinary and necessary expenses 
paid during the taxable year carrying on 
. . . business.” 


In reaching its conclusion that no part 
of the $7,510 was deductible the court had 
recourse to numefous apparently conflict- 
ing decisions upon American and English 
law, stating: 


“The difficulty of making proximate rela- 
tion of the expenses to a business the test 
of deductibility is often very considerable. 
Likewise it is in many cases hard to see 
why a distinction should be drawn between 
expenditures arising from the violation of a 
criminal statute and expenditures occasioned 
by the breach of a civil obligation. But, 
whatever reasoning be adopted, it is a fact 
that both in this country and England fines, 
have not been allowed as business expenses 
even when fhey were due either to incidents 
of the business almost inevitable or to in- 
nocent mistakes. [Citing Great Northern 
Railway Company v. Commissioner and Inland 
Revenue Commissioners v. von Glehn, an 
English case.] . . . Certainly the violations 
of law in the last two cases involved no greater 
moral obliquity than the price-fixing agree- 
ment for which the fines were imposed here. 


“In the circumstances, we are inclined to 
follow the decisions referred to and to hold 
that the fines and costs cannot be allowed 
as deductible expenses. If the fines and costs 
cannot be deducted, the legal expenses incurred 
in litigating the question whether the tax- 
payer violated the law and whether fines should 
be imposed should naturally fall with the fines 
themselves.” (Italics supplied.) 


1192 





A somewhat similar situation was con- 
sidered by the Second Circuit in 1934 in the 
case of Gould Paper Company v. Commis- 
sioner, 5 ustc J 1426, 72 F. (2d) 698 (CCA-2, 


1934). One of the issues was the de- 
ductibility of legal expenses incurred in 1917 
in defense of taxpayer’s president in a 
criminal proceeding and of itself and of its 
president in an equity action. Briefly, the 
government had indicted taxpayer and its 
president, charging them with unlawful re- 
straint of trade. The criminal indictment 
against the president was dismissed and a 
proceeding in equity was instituted against 
him and the taxpayer. Out of this pro- 
ceeding a consent decree issued under which 
the defendants admitted their guilt, the un- 
lawful association was dissolved, and they 
were enjoined from further continuing 
such unlawful association. Taxpayer paid 
$26,210.98 legal fees and expenses for the 
defense of itself and its president in these 
actions. In denying the deduction of this 
amount for income tax purposes the court 
said: “We considered at some length the 
question here presented in Burroughs Build- 
ing Material Company and reached the con- 
clusion that a taxpayer could not deduct 
such expenses as these when incurred in 
its own behalf. As to the part expended 
in behalf of its president a petitioner has 
even less reason to claim a deduction.” 


Helvering v. Hampton, 35-2 ustc { 9562, 
79 F. (2d) 358, was decided in 1935 by 
the Court of Appeals for the Ninth Circuit 
which affirmed the Board of Tax Appeals in 
approving taxpayer’s 1921 “deduction . 
for the amount paid in settlemefit of a 
judgment against taxpayer and in favor of 
a lessee upon the cancellation of a lease 
for fraud in a prior tax year negotiating 
for the lease and for other expenditures 
es made in defense of the suit.” The 
court discussed S. M. 4078 and the Korn- 
hauser case, and concluded with these 
words: “We cannot agree that private 
wrongdoing in the course of business is 
extraordinary within the meaning of the 
taxing statute allowing deductions for ‘ordi- 
nary and necessary expenses’. The statute 
itself makes no such exception, and since 
it is construable as we have interpreted it, 
that construction against the collector is re- 
quired by the long-established rule of inter- 
pretation in taxing statutes. ... 


“In the instant case we hold that, even 
if unethical conduct in business were extra- 
ordinary, restitution therefore is ordinarily 
expected to be made from the person in 
the course of whose business the wrong was 
committed. It is therefore deductible. . . .” 
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Legal Expenses 


In 1937 another case came to the Sec- 
ond Circuit: National Outdoor Advertising 
Bureau, Inc. v. Helvering, 37-1 ustc J 9289, 
89 F. (2d) 878. Taxpayer was sued by the 
United States for alleged violation of the 
antitrust laws. The litigation terminated 
by a consent decree enjoining the taxpayer 
from performing certain actions but not 
finding that it had committed the actions so 
forbidden. At the same time the court had 
a companion case, General Outdoor Advertis- 
ing Company, Inc. v. Helvering, 37-1 ustc 
79290, 89 F. (2d) 882, cert. den. 326 U. S. 
728. The same issue was involved. 


In both of these cases the Board of Tax 
Appeals sustained the taxpayer against the 
Commissioner, allowing the deduction of 
legal expenses incurred in the defense of 
these suits. The court of appeals, however, 
held that such expenses were deductible 
only to the extent that they were incurred 
in resisting those allegations which were 
found to be unjustified and therefore not 
included in the decree. The appellate court 
refused to distinguish a consent decree from 
a finding of guilt as the Board had done 
in distinguishing these cases from Burroughs 
Building Material Company and Gould Paper 
Company. In remanding the case to the 
Board of Tax Appeals the court said: 


“This does not, however, mean that none 
of the expenses were deductible; probably 
the greater part of them were, though we 
have no means of apportioning the amount. 
The situation was that the ‘Bureau’s’ con- 
duct was challenged by the Attorney Gen- 
eral and that it agreed to abandon some 
part of it and to allow a decree to be entered 
to that effect. The expense of that nego- 
tiation it may not deduct, nor any expense 
involved in the preparation of a decree 
which should enjoin so much as was en- 
joined by its consent; the decree was no 
more than a reasonable assurance against 
the recurrence of anything unlawful which 
had been done, and, as we have already 
indicated, against the commission of any- 
thing likely enough to be done to justify 
the present intervention of the court, a like- 
lihood which the ‘Bureau’ cannot_now dis- 
pute. But in so far as it was put to charges 
rendered necessary by resisting what the 
Attorney General sought and the decree did 
not contain, they were incurred in the suc- 
cessful defence of its rights, and fall within 
the accepted doctrine. The case must be 
remanded for the Board to make such an 
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apportionment and to recompute the tax 
with it as a factor.” 


Probably the leading case upon which 
the taxpayers have placed reliance since its 
promulgation in 1943 is Commissioner v. 
Heininger, cited previously, in which the 
Supreme Court affirmed the judgment of the 
Court of Appeals for the Seventh Circuit 
which had reversed the Board of Tax 
Appeals. 


In this case, one S. B. Heininger, a den- 
tist, had as his principal activity, during 
1937 and 1938, the sale of false teeth which, 
by reason of enlightened awareness of pub- 
lic relations and the powerful effect of the 
science of semantics, are now known as 
“artificial dentures.” The Post Office De- 
partment determined that Heininger’s adver- 
tising was misleading and fraudulent. There- 
upon a fraud order was issued against 
Heininger, the effect of which was to forbid 
the Postmaster of Chicago to pay any money 
orders issued to Heininger and to cause the 
return to addressees of all letters addressed 
to him, which prior to such return were 
stamped with the word fraudulent. Hein- 
inger brought suit for an injunction which 
was granted by the district court but dis- 
solved by the court of appeals. 


In the process of this litigation Hein- 
inger incurred lawyers’ fees and other legal 
fees amounting to $36,600, which he claimed 
as a deduction from income. 


The Commissioner denied the deduction 
and was sustained by the Board of Tax 
Appeals. The court of appeals reversed and 
remanded; whereupon the Supreme Court 
granted certiorari because of an alleged 
conflict with National Outdoor Advertising 
Bureau, Inc. After reviewing numerous cases 
bearing on the issue, the Supreme Court 
concluded that the legal expense was a 
properly deductible item, saying: 


“If the respondent’s litigation expenses 
are to be denied deduction, it must be be- 
cause allowance of the deduction would 
frustrate the sharply defined policies of 39 
U. S. C. §§ 259 and 732 which authorize the 
Postmaster General to issue fraud orders. 
The single policy of these sections is to 
protect the public from fraudulent practices 
committed through the use of the mails. 
It is not their policy to impose personal 
punishment on violators; such punishment is 
provided by separate statute .. . and can be 
imposed only in a judicial proceeding in which 
the accused has the benefit of constitutional 
and statutory safeguards appropriate to trial 
for a crime. Nor is it their policy to deter 
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persons accused of violating their terms from 
employing counsel to assist in presenting 
a bona fide defense to a proposed fraud 
order. It follows that to allow the deduc- 
tion of respondent’s litigation expenses 
would not frustrate the policy of these stat- 
utes; and to deny the deduction would attach 
a serious punitive consequence to the Post- 
master General’s finding which Congress 
has not expressly or impliedly indicated should 
result from such a finding. We hold therefore 
that the Board of Tax Appeals was not re- 
quired to regard the administrative finding of 
guilt under 39 U. S. C. §§ 259 and 732 as a 
rigid criterion of the deductibility of respond- 
ent’s litigation expenses.” (Italics supplied.) 


It may be interesting to inquire whether 
Dobson v. Commissioner, 44-1 ustc J 9108, 
320 U. S. 489, decided on the same day, 
December 20, 1943, influenced the Supreme 
Court, which in the course of its opinion 
said: “Whether an expenditure is directly 
related to a business and whether it is 
ordinary and necessary are doubtless pure 
questions of fact in most instances. Except 
where a question of law is unmistakably 
involved a decision of the Board of Tax 
Appeals on these issues . . . should not be 
reversed by the federal appellate courts. ... 
However, as we have pointed out... the 
Board of Tax Appeals here denied the 
claimed deduction not by an independent 
exercise of judgment but upon a mistaken 
conviction that denial was required as a 
matter of law.” (The Court had previously 
observed that it did not “have the benefit 
of the independent judgment of the Board 
of Tax Appeals” which “did not deny the 
deductions . . . upon its own interpretation 
of the words ‘ordinary and necessary’ as 
applied to its findings of fact” because “the 
interpretation it adopted was declared to be 
required by the Second Circuit Court’s re- 
versal of the Board’s view in National Out- 
door Advertising Bureau.” ) 


Penalties 


Whether Heininger was to be given a 
broad or narrow interpretation appears to 
have been determined by the circuit in 
which subsequent cases were tried. Let us 
first consider the twin cases of Commissioner 
v. Longhorn Portland Cement Company and 
Commissioner v. San Antonio Portland Cement 
Company, 45-1 ustc J 9242, 148 F. (2d) 276 
(CCA-5). In 1939 each of the taxpayers 
paid $50,000 to the State of Texas in com- 
promise of an antitrust suit. In connection 
therewith the judgment entered against the 
corporation recited that the payments were 


in full satisfaction of all claims of the state 
for penalties but that the defendants did not 
thereby admit or estop themselves from 
denying the truth of the allegations against 
them. The Tax Court found that the cor- 
porations did not admit their guilt and that 
the settlement was made because it believed 
a defense of the suit would be more expen- 
sive than the settlement, even if the verdict 
were favorable. 


The Tax Court, on the authority of Hein- 
inger held that these penalty payments were 
properly deductible business expenses. How- 
ever, the appellate court adopted a more 
narrow interpretation of Heininger, stating: 


“The test universally employed to deter- 
mine the applicability of the doctrine to any 
such claimed deduction is whether the sums 
claimed were paid as penalties. Thus all 
expenses incurred in the successful defense 
of a suit to impose a fine or penalty against 
a business are deductible. Even expenses 
incurred in unsuccessfully resisting the issu- 
ance of a fraud order, which would destroy 
one’s business, are not required to be denied 
as a matter of law; if deduction for such 
expense is to be denied, it must be because 
allowance would frustrate sharply defined 
public policies. [Citing Heininger.]” 

In determining that these payments, being 
“penalties,” were not deductible, the court’s 
conclusion was that: “Though the solution 
of such issues usually turns upon the tax- 
payer’s guilt or innocence of a crime, the 
ultimate determinative inquiry upon this ap- 
peal is whether the deduction claimed was paid 
as a penalty.” (Italics supplied.) 


Summary 
At this point the attitude of the Treasury 


“Department and the courts prior to OPA 


may be summarized as follows: 


(1) Expenses and costs incurred in defense 
of civil actions (S. M. 4078 and I, T. 2252 
(1925); Kornhauser v. U. S. (1928) ), regard- 
less of their outcome (Helvering v. Hampton 
(1935)), are clearly allowable deductions. 


(2) Prohibition against the deduction of 
penalties, regardless of their nature, as enun- 
ciated in S. R. 1448 (1925) was approved 
by the Eighth Circuit in 1930 (Great North- 
ern Railway Company v. Commissioner), by 
the Second Circuit in 1931 (Burroughs Build- 
ing Material Company v. Commissioner), and 
by the Fifth Circuit in 1945 (Commissioner 
v. Longhorn Portland Cement Company and 
Commissioner v. San Antonio Portland Ce- 
ment Company). An apparent exception was 
made in I. T. 3530, 1942-1 CB 43, which 
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provided that: “The so-called penalties in- 
curred and paid by producers under the 
Agricultural Adjustment Act of 1938, as 
amended, upon the marketing of certain 
crops in excess of the farm marketing quo- 
tas, are deductible under section 23 (a) of 
the Internal Revenue Code as ordinary and 
necessary expense by the producers who 
are required to pay such penalties.” The 
gist of this rather lengthy ruling was that: 
“penalties imposed under the AAA differ 
importantly from ordinary penalties in that 
the marketing of excess wheat, cotton, to- 
bacco or peanuts is permissible under the 
Act upon the payment of the .. . penalty, 
whereas ordinarily a ‘penalty’ is imposed as 
a punishment for an act... .; the payment 
of the penalty imposed by the AAA... 
legalizes the act with respect to which it is 
imposed, while ordinarily the payment of 
a ‘penalty’ leaves the act with respect to 
which it was imposed none the less wrong; 

. the marketing penalties prescribed by 
the act are remedial and not punitive in 
nature.” 


The rationale of this ruling seems to 
foreshadow the Jerry Rossman and National 
Brass cases, to be discussed in the next sec- 
tion of this paper. 


(3) Deductibility of expenses incurred in 
the defense of actions (arising out of a 
trade or business) brought by the govern- 
ment, criminal or quasi-criminal in nature, 
where the defendant is acquitted are clearly 
deductible (National Outdoor Advertising 
Bureau, Inc. v. Helvering (1937)). 


(4) Deductibility of expenses incurred in 
the defense of similar actions brought by 
the government, where the defendant is 
guilty, depends, on the authority of Com- 
missioner UV. Heininger (1943), upon whether 
“the deduction would frustrate the sharply 
defined policies” of government. 


OPA 


The Emergency Price Control Act of 
1942 authorized the President to fix salaries 
and wages and the prices of commodities, 
services, rents, etc., as part of the economic 
prosecution of World War II. 


Section 205 (e) of the act provided for 
the collection from the vendor of the greater 
of $50 or treble damages by the purchaser 
of a commodity sold in excess of the ceiling 
price. In the absence of an action by the 
purchaser, the government itself could bring 
action for the payment to it of such penalty. 

Section 205 (b) of the act provided for the 
criminal penalties of fine and imprisonment. 
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Paragraph 4. of Title III of Executive 
Order 9250 (promulgated under the act) 
provided that: “In order to effectuate the 
purposes and provisions of this Order and 
the Act of October 2, 1942, any wage or 
salary payments made in contravention 
thereof shall be disregarded by the Execu- 
tive Department and other government 
agencies ... for the purpose of calculating 
deductions under the Revenue Laws of the 
United States... .” 


Let us consider two situations on the 
basis of the foregoing provisions: 


(1) A merchant charged $75 for a com- 
modity on which the ceiling price was $50. 


(2) An employer paid an employee a 
weekly salary of $75 on a job on which the 
ceiling was $50. 

In both of these situations the merchant 
and the employer subject themselves to the 
criminal penalty of Section 205 (b) of the act. 


In the first case the merchant is answer- 
able to his customer, or to the government, 
in the amount of $75, or three times the 
overcharge. 


In the second case the employer may not 
deduct, for income tax purposes, any part 
of the $75 of the wage. 


Note that, at this point, there is no rule 
preventing the customer of the merchant 
who sold the $75 commodity, from deduct- 
ing the full $75 from his taxable income, 
assuming the expenditure arose in the course 
of trade pr business. 


Treasury Sanctions 


However, there issued shortly a series of 
Treasury Department Rulings imposing fur- 
ther sanctions on transactions of this type. 
These rulings were as follows: 


I. T. 3627 (1943 CB 111): “Amounts paid 
in satisfaction of judgments obtained in suits 
brought by the Price Administrator under 
section 205 (e) of the Emergency Price 
Control Act of 1942... for violation of a 
regulation, order, or price schedule prescrib- 
ing a maximum price... and amounts paid 
to the United States in compromise of pend- 
ing or contemplated litigation in such cases, 
are not deductible from gross income for 
Federal income tax purposes. 


“Amounts paid pursuant to judgments in 
favor of consumers or tenants (other than 
the United States) in consumer actions un- 
der section 205 (e) of the Emergency Price 
Control Act of 1942, and amounts paid in 
compromise of pending or contemplated 
litigation in such cases, are deductible as 
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ordinary and necessary business expenses 
under section 23 (a) 1 (A) of the Internal 
Revenue Code. 


“‘Voluntary’ payments made to the United 
States on account of price ceiling violations 
during the six months’ period January 30, 
1942, on which date the Emergency Price 
Control Act of 1942 was approved, to July 
31, 1942, on which date section 205 (e) 
thereof became effective, are deductible un- 
der section 23 (a) 1 (A) of the Code.” 


I. T. 3630 (1943 CB 113): “Payments 
made to the United States on account of 
overcharges on sales made on or after July 
31, 1942, to consumers or users (other than 
the United States) who have a right of 
action against the seller under Section 205 
(e) of the Emergency Price Control Act of 
1942 . .. are deductible from gross income 
for Federal income tax purposes under sec- 
tion 23 (a) 1 (A) of the Internal Revenue 
Code. However, amounts paid to the United 
States by reason of overcharges on sales 
made on or after July 31, 1942, giving rise 
to a cause of action under section 205 (e) 
in favor of the United States as the con- 
sumer or user, or in favor of the Price 
Administrator on behalf of the United States, 
where the buyer is not entitled to bring suit, 
are not allowable deductions.” 


I, T. 3724 (1945 CB 57): “Amounts paid 
in ‘black market’ transactions in excess of 
ceiling prices established by the Office of 
Price Administration may not be allowed 
either as a part of the cost of goods sold or 
as a business expense deduction in comput- 
ing income subject to Federal income tax- 
ation.” 


I, T. 3799 (1946-1 CB 56): “Amounts 
paid to the United States on account of 


actions instituted or proposed to be insti-~ 


’ tuted by the Price Administrator under sec- 
tion 205 (e) of the Emergency Price Control 
Act of 1942... as amended .. ., upon fail- 
ure of buyers of commodities sold in viola- 
tion of a regulation, order, or price schedule 
of the Office of Price Administration to 
institute actions pursuant to such law, are 
not deductible from gross income for Fed- 
eral income tax purposes.” 


I. T. 3811 (1946-2 CB 70): “Where de- 
preciable equipment used in the taxpayer’s 
trade or business is sold for an amount in 
excess of the ceiling price established by 
the Office of Price Administration, only that 
part of the gain from the sale which con- 
sists of the difference between the ceiling 
price and the taxpayer’s adjusted basis of 
the equipment is subject to the provisions 
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of section 117 (j) of the Internal Revenue 
Code, and the amount of the gain in excess 
of the ceiling price is taxable as ordi- 
nary income.” 

G. C. M. 24810 (1946 CB 55): “Attorneys’ 
fees paid by a taxpayer in connection with 
the defense of a suit brought by the Price 
Administrator under section 205 (e) of the 
Emergency Price Control Act of 1942 . 
for a violation of regulations establishing 
ceiling prices are deductible as ordinary and 
necessary business expenses for Federal in- 
come tax purposes.” 


Attack on |. T. 3724 


In an early attack on I. T. 3724, a tax- 
payer prevailed in the Tax Court in a case 
in which, however, the Treasury Depart- 
ment nonacquiesced (Sullenger, CCH Dec. 
16,735, 11 TC 1076, nonacq. 1949-11-13091). 
J. H. Sullenger, during 1944 and 1945, the 
years at issue, operated a retail meat busi- 
ness in Texas as a sole proprietorship under 
the name of Select Meat Company. He paid 
his wholesalers in excess of OPA ceiling 
prices for meats purchased for resale. In 
computing his taxable income he deducted 
from the selling prices which he realized, 
the full costs which he had paid. The Com- 
missioner sought to disallow as cost that 
part of his purchase price which was in ex- 
cess of the ceiling. The court sustained the 
taxpayer (with, however, a strongly worded 
dissent from Judge Disney), saying: 

“The trouble with [the Commis- 
sioner’s] argument is that its major premise 
is unsound. The amounts in question were 
actually, as the stipulation shows, a part of 
the cost of goods sold and are not being 
claimed by this petitioner as a deduction 
under section 23. Section 23 makes no pro- 
vision for the cost of goods sold, but the 
Commissioner has always recognized, as 
indeed he must to stay within the Consti- 
tution, that the cost of goods sold must be 
deducted from gross receipts in order to 
arrive at gross income. No more than gross 
income can be subjected to income tax upon 
any theory. The income from a business 
which is wholly illegal was held subject to 
income tax in United States v. Sullivan [1 
ustc J 236], 274 U. S. 259. Nevertheless, 
it was necessary to determine what that in- 
come was, and the cost of an illegal pur- 
chase of liquor was subtracted from proceeds 
of the illegal sale of the liquor in order to 
arrive at the gain from the illegal trans- 
actions which were subjected to income tax 
in that case. This is not a case of penalties 
provided for violation of the O. P. A. regula- 
tions. See the Emergency Price Control 
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Act of 1942 (Title 50, App. U. S. C. A,, 
sec. 901 et seq.). No authority has been 
cited for denying to this taxpayer the cost 
of goods sold in computing his profit, which 
profit alone is gross income for income tax 
purposes. It is unnecessary to discuss cases 
involving deductions, since this case does 
not involve any deduction. The point in 
controversy is decided for the petitioners.” 


In another case involving the same objec- 
tive (Sackstein, CCH Dec. 17,583, 14 TC 566), 
the taxpayer, also a retail meat dealer, was 
frustrated because of a fatal defect in his 
procedure. Unlike Sullenger, this unfor- 
tunate taxpayer tried to “cover up” in a 
situation where Sullenger had, so to speak, 
“marched down the street with a brass band.” 


During 1945, taxpayer Sackstein and his 
partner operated a retail meat market in 
New York City. They could not purchase 
at OPA ceiling prices as much meat as they 
could sell and they did not want to violate 
the law by paying overceiling prices. 


In February, 1945, in order to engage in 
the sale of meat at wholesale, they purchased 
for $4,200 stock in a corporation then being 
organized under the name of United Meat 
Company, Inc. Thereafter, by reason of 
their stockholdings in United, they were 
able to purchase from it sufficient meat, at 
ceiling prices, to fulfill their requirements. 


Apparently, United was able to sell to its 
stockholder-customers at ceiling prices only 
by incurring a loss, for during the year it 
“assessed” such customers various amounts 
in proportion to the purchases of each. As 
to Sackstein and his partner, such “assess- 
ments” aggregated $7,219.09, 


The partnership reported, as part of its 
1945 cost of goods sold, $7,419.09 represent- 
ing its contributions to United. The Com- 
missioner disallowed $7,100, classifying this 
amount as a capital contribution by stock- 
holders, hence, an addition to the cost of 
their investment. 


After noting that “there [was] no 
adequate explanation in the record for the 
different amounts, $7,419,.09, $7,219.09 and 
$7,100,” the court sustained the Commissioner. 


There was an interesting aftermath to 
these two cases, the opinions for both of 


* A month after the criticism there appeared 
in the publication an apologetic statement to 
the effect that: ‘‘The difference in results fol- 
lows from this difference in the facts. We 
certainly did not intend any disrespect toward 
Judge Murdock in that article and we regret 
very much any possible implications to that 
effect. 
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which were written by Judge Murdock. 
Said Judge Murdock in the Sackstein case: 
“These payments were in addition to the 
top price permitted by the OPA. : 
If they are to be added as a part of the cost 
of the meat, then the total cost was in excess 
of a lawful price and it would be difficult to 
distinguish the transaction from ‘black mar- 
ket’ purchase. If that were true, then [it] 
—— represented a scheme devised to 
avoid the letter of the law while . . . vio- 
lating its spirit.” 

A national publication expressed itself 
caustically on the differing results in the 
two cases, although a lawyer would have no 
difficulty in distinguishing them under 
legal reasoning.* 


Attack on |. T. 3799 


I. T. 3799 was successfully attacked in the 
Second and Ninth Circuits. 


The Second Circuit expressed itself in the 
case of Jerry Rossman Corporation v. Com- 
missioner, 49-2 ustc J 9333, 175 F. (2d) 711. 
From the decision by Judge Learned Hand, 
we find the facts to have been as follows: 
“In May, 1943, the taxpayer learned that 

it had unwittingly overcharged its 
customers [in violation of the Emergency 
Price Control Act] . Although the 
Office of Price Administration had not 
started any investigation of the taxpayer’s 
charges and had not until then undertaken 
to investigate them, its president asked the 
advice of the Office as to what he should 
do. The official to whom he went sug- 
gested that he return the overcharges to the 
customers; but this was altogether im- 
practicable. [Therefore] the official 
consented that the taxpayer should settle the 
whole matter by paying the gross overcharge 
to the United States in one sum and this it 
did on May 17, 1943. That payment is the 
disputed deduction. Nobody suggests that 
the overcharge was deliberate; but the Tax 
Court did find that it was ‘not too clear 
from the evidence that the overcharges in 
question might not have been avoided, if the 
petitioner had adopted other more appro- 


priate measures’. 
The court considered these three questions: 


(1) Whether the payment could be re- 
garded as a “penalty” at all. 


‘‘Judge Murdock is an outstanding judge who 
was presiding judge of the court for many years 
and is well recognized as one of the leading 
authorities in the tax field.’’ 

The comment referred to was not in a CCH 
publication. 
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(2) Supposing it could be so regarded, 
whether no “penalties” are deductible as 
“ordinary and necessary expense” of a busi- 
ness under Section 23 (a) (1) (A). 

(3) If some penalties are, and some are 
not, deductible, whether this “penalty” was 
among those which may be deducted. 

The court then discussed Heininger and 
reached a different conclusion than had the 
Fifth Circuit in the Longhorn and San An- 
tonio cases, saying: 

“It is possible to read it as distinguishing 
between the legal expenses of an unsuccess- 
ful defense and the payment of fines or for- 
feitures. On the other hand, it is also 
possible to read it as meaning that, whether 
the claimed deduction be of legal expenses 
or of fines or forfeitures, its allowance de- 
pends upon the place of sanctions in the 
scheme of enforcement of the underlying 
act. We think that the second is the right 
reading; in short that there are ‘penalties’ 
and ‘penalties’, and that some are deductible 
and some are not.” 

It concluded that the “penalty” paid by 
Rossman came within the class of permissi- 
ble deductions. In other words the Rossman 
penalty was not a penalty since, “Taken in 
its broadest sense that word has a punitive, 
as opposed to a remedial, meaning; it covers 
fines and other exactions which are not resti- 
tution for a wrong, and are only justified, 
either as a deterrent, or in order to satisfy 
an atavistic craving for retaliation.” 

“The Revenue Act,” said the court, “does 
not declare that penalties may not be de- 
ducted; the doctrine is a judicial gloss—and, 
for that matter, a gloss of the lower courts 
only, save as the Supreme Court recognized 
it by implication in Heininger. We agree 
that it is a proper gloss (indeed we have 
ourselves enforced it several times [citing 
Burroughs Building Material Company and 
‘ others]) when acts are condemned by 
WOW. «a 


” 


Ninth Circuit's Opinion 


The Ninth Circuit, in National Brass 
W orks, Inc. v. Commissioner, 50-1 ustc J 9316, 
182 F. (2d) 526, considered a situation some- 
what similar except that, unlike Rossman 
where the taxpayer voluntarily disclosed 
the overcharge, in the National Brass case 
the overcharges were discovered by OPA in- 
vestigators after their examination of the 
taxpayer’s books. 

The taxpayer, a producer of castings, sold 
its products at overceiling prices in con- 
travention of the Emergency Price Control 
Act; and as a result it was required to pay 


to the government in 1944 an amount in 
settlement of the Price Administrator’s claim 
for treble damages. The taxpayer deducted 
this amount on its income tax return as an 
ordinary and necessary business expense. 
The Commissioner disallowed the deduc- 


_ tion as a “penalty” and against public policy, 


and was sustained by the Tax Court. The 
appellate court reversed, saying: “It cannot 
be doubted but that the instant expenditure 
was incurred by petitioner ‘in carrying on’ 
(quoting from the tax statute) its business 

[citing Kornhauser|. However, it is 
further required that the expense be ‘ordi- 
nary and necessary’, but we are given no 
help in defining such terms either by the 
statute or treasury regulations. Other 
than for the idea that it is a ‘penalty’ or that 
its deduction for tax purposes would be 
against public policy, the expenditure seems 
as ‘ordinary and necessary’ as legal expenses 
incurred in an unsuccessful attempt to resist 
a postal fraud order . . . [citing Heininger] 
or the payment of a judgment for damages 
for fraud ... [citing Hampton]. 


“This country has experienced no more 
complicated and involved regulation of busi- 
ness than that invoked as a war measure to 
combat inflation through price control. The 
hazards of inadvertent violation became a 
common business risk to such an extent as 
to be the subject of congressional debate 
and remedy. 


“But respondent insists that the civil lia- 
bility to the government for price violations 
was imposed as a ‘penalty’ and hence 
by reason of an asserted rule that statutory 
penalties are not deductible from gross in- 
come, payments in satisfaction of such lia- 
bility are not deductible. Petitioner 
argues that such liability was not intended 
to be a ‘penalty’, at any rate to the extent 
the amount paid represents overcharges. 


“While it would perhaps be convenient 
to attach a tag or label to civil liability for 
price violations, to do so by the use of the 
term ‘penalty’ confuses more than it simpli- 
hes. What is considered a penalty differs 
with circumstances and viewpoints. 


“The real reason for denying the deducti- 
bility of ‘penalties’ is not that they are char- 
acterized as such but because [such] 
allowance in many cases would be against 
public policy. 

“Study convinces us that, in these cir- 
cumstances, an expense is ordinary and 
necessary if commonly experienced in the 
community, provided that the expenditure 
does not frustrate the purposes of a statute 
or violate public policy. Where, be- 
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cause of its nature, the law has been violated 
without intent or without carelessness tanta- 
mount to intent, violation of itself is not 
decisive of the problem. 


“The law violated was highly complex 
and difficult to comprehend and therefore 
innocent violations were not uncommon.... 


“Tt seems to us that allowance of the sum 
paid to the government may be allowed as a 
business deduction when the overcharge 
has been innocently and_ unintentionally 
made and not made through an unreason- 
able lack of care. The whole question re- 
solves itself into proof with the burden on 
the claimant. Under such principle it is clear 
that a fine levied in a criminal action can 
never be an ordinary and necessary expense. 
Where guilt has been established neithet 
innocence nor good intention abide. 


“No payment to the Administrator made 
for overcharges in circumstances incompati- 
ble with innocence or with reasonable care 
can be a necessary and ordinary expense. 
Allowance of the deduction in either of these 
situations would definitely tend to frustrate 
enforcement of the Price Control Act. 


“Where the payment has been made in 
circumstances which are inconsistent with 
intention to violate the Act and inconsistent 
with a lack of due care to conform to the 
law it would be an ordinary and necessary 
expense. Allowance of the deduction in these 
circumstances would not frustrate the en- 
forcement of the Act.” 


Summary 


The Treasury Department has conceded 
the deductibility of the following items: 


(1) Where an action has been brought 
against the taxpayer by a consumer or 
tenant or such an action is contemplated, 
amounts paid to the consumer or tenant in 
satisfaction of the judgment or compromise 
prior to judgment are deductible, provided 
the consumer or tenant is a person other 
than the United States. I. T. 3627. 


(2) Where payment is made to the United 
States because of overcharge to a consumer 
(other than the United States), who himself 
could have brought the action, such payment 
is deductible. I. T. 3630. 

(3) Where violation of the act occurred 
during the six months ended July 31, 1942, 
and the violator makes voluntary payment 
to the United States, such payment is de- 
ductible. I. T. 3627. 


(4) Legal expenses incurred in the de- 
fense of a suit under the act are deductible. 
G. C. M. 24810. 
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The Treasury Department has denied the 
deductibility of the following items: 


(5) Where an action for a violation after 
July 31, 1942, has been brought against the 
taxpayer ‘by the United States (or such ac- 
tion is contemplated), which, for some rea- 
son, could not have been brought by the 
consumer (other than the United States) 
—for example, where the consumer may 
have delayed too long or may be in pari 
delicto—payment is not deductible. I. T.’s 
3627, 3630. 


(6) Even where the taxpayer’s customer 
has a right of action, if he fails to exercise 
it and thereupon the Administrator brings, 
or proposes to bring, an action on behalf of 
the United States, payment to the United 
States is not deductible. I. T.’s 3627, 3799. 


(7) Where an action has been brought by 
the United States as the consumer or user, 
payment is not deductible. 


(8) Amounts paid in excess of ceiling 
prices for commodities or services are not 
deductible by the taxpayer either as costs or 
expenses. I. T. 3724. 


As to income, the Treasury Department 
has ruled that: 


(9) The benefits of Code Section 117 (j) 
(limitation to capital gains tax) do not ex- 
tend to the amount collected which is in 
excess of the ceiling price, such excess being 
treated as ordinary income taxable at regu- 


lar rates. I. “F.. a6rt: 


Of the foregoing nine items, the taxpayer 
should, of course, be satisfied with the first 
four. Items (7) and (9) remain as yet un- 
challenged, Items (5) and (6) have been 
negated by the Second Circuit (Jerry Ross- 
man), where the taxpayer acted innocently 
and made voluntary disclosure, and by the 
Ninth Circuit (National Brass Works), where 
the taxpayer, though acting innocently, made 
restitution only after the violation was called 
to its attention. Item (8), insofar as it re- 
lates to costs, has been negated by the Tax 
Court (Sullenger). 


Post-OPA 


I have classified the next item as “post- 
OPA.” Although it arose during the OPA 
period, it had nothing to do with price con- 
trol; and further, for some reason or other, 
it was just made public within the past few 
months. This was a special letter ruling 
issued September 10, 1942, but first appear- 
ing in 1950. (Reproduced at 1950 CCH 
STANDARD FEDERAL TAx REports § 6134.) 

This letter answered the query of the 
operator of an interstate trucking company. 
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Every state has set a standard of maxi- 
mum weight for trucks and trailers operating 
on its highways. Since these maxima vary, 
it is obvious that a load which comes within 
the weight limits set by one state may exceed 
the limit set by the next state on whose 
roads it travels. The penalty for overload- 
ing is a “fine.” (I have placed the word 
“fine” in quotes, for that is the treatment 
accorded it by the Commissioner in his reply 
to the trucker.) 


The inquiring taxpayer stated that it could 
have avoided these fines by securing permits 
for the overloads. These permits would have 
cost about the same amount as the fines. 
However, it took several days to secure a 
permit. Implicit in this statement of facts 
which also made reference to “taking 
chances with fines” is the almost unavoida- 
ble inference that the taxpayer must have 
hoped to “get by” without payment of either 
permit fees or fines. , 


The reply notes that: “The ‘fines’ in the 
majority of cases are for revenue and no 
attempt is made to have the excess load 
removed, which would place the ‘fines’ in 
the same category as the amount paid for 
permits.” 


Comparing Burroughs Building Material 
Company and Great Northern Railway Com- 
pany the Commissioner observes that “ex- 
penditures which are in themselves immoral, 
such as for bribery of public officials to se- 
cure protection of an unlawful business, 
would not have to be allowed in order con- 
sistently to justify a deduction of ‘fines’ paid 
for violations of law involving no moral 
turpitude and practically inevitable.” (Italics 
supplied.) 


The letter concludes as follows: 
“Although the amounts paid by the motor 


carriers are designated as ‘fines’ in the“ 


‘statutes and regulations of the several States, 
they more nearly resemble a toll allowing 
the carriers the right to proceed upon the 
highways of such States without interference 
than as penalties imposed as a punishment 
for violations of law. The payment of such 
‘fines’ are shown by the facts to be a neces- 
sary incident to the operation of the business 
of such carriers, 


“It is the opinion of this office that the 
‘fines’ incurred and paid by the motor car- 
riers under the circumstances stated above 
constitute ‘ordinary and necessary expenses 
paid or incurred during the taxable year in 
carrying on any trade or business’ within 
the meaning of section 23 (a) of the In- 
ternal Revenue Code and are allowable busi- 
ness expense deductions.” 


In view of the fact that there must have 
been many overloads which were not de- 
tected and for which the taxpayer paid no 
fines, it would seem that the Commissioner 
was unusually liberal in equating fines with 
permit fees. If the taxpayer’s action, be- 
cause of which the fines were incurred, did 
not frustrate sharply defined public policy, 
a clear-cut example of such frustration might 
be difficult to envision. 


In the light of the foreging ruling, per- 
haps we ought to re-examine the income tax 
status of fines for illegal automobile parking, 
a situation arising not only in our larger 
metropolitan centers but also in some of 
the smaller hamlets, say, on Saturdays 
when the farmers come to town. 


An automobilist has four possible choices: 


(1) He can try to find a free parking space 
in the rapidly decreasing areas where such 
is offered. 


(2) He may park his car in a parking lot 
or garage, if he can find space. 


(3) He can park in a “no parking” area 
and thereafter pay a fine when his car is 
tagged. 


(4) He may give the police officer on duty 
a couple of pictures of George Washington 
appropriately engraved on silk threaded 
paper, product of the United States Bureau 
of Engraving, a practice which I understand 
is prevalent in some communities. 


There is no question but that bribes paid 
to police are not deductible under any cir- 
cumstances for income tax purposes, but it 
has also been the Bureau’s practice to dis- 
allow parking fines as well. On the basis 
of the motor carrier ruling such fines ought 
now to be deductible where the illegally 
parked automobile was being used for busi- 
ness purposes. 


Oculists’ Rebates 


A recent situation in which the Commis- 
sioner did aver that public policy had been 
frustrated, and consequently disallowed a 
deduction, was the Lilly case, cited at the 
beginning of this article. 


This case involved a refund by two optical 
companies, of a portion of their charges to 
customers, to oculists who, having examined 
the eyes of the customers, and having pre- 
scribed glasses for them, had sent the pa- 
tients to the taxpayer optical companies 
which filed the prescriptions. 


Apparently the practice has been wide- 
spread, although the lay public knew very 
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little about it until the Department of Justice 
took action within the past few years. The 
amounts involved were classified as “trade 
discounts” by the taxpayers and, in the case 
of one of them, averaged approximately 
$60,000 per year for the three years at issue. 
The Commissioner had disallowed the de- 
duction of these “trade discounts” on the 
ground that they arose in connection with 
contracts against public policy. The Tax 
Court sustained the Commissioner and went 
into a lengthy dissertation on the meaning of 
public policy, part of which has been quoted 
at the beginning of this article. 


The Tax Court admits that it found no 
constitutional or statutory provision against 
these “kickbacks” nor did any witness testify 
that any canon or ethics condemned the 
practice “although ‘the practice had been 
criticized and condemned at meetings of the 
medical associations and in their professional 
publications.” 


As noted at the beginning of this article, 
the court stated as one definition of public 
policy, “that general well settled public opin- 
ion relating toman’s . . . duty to his fellow 
men.” (Italics supplied.) 


The court also discusses the characteristics 
of contracts against public policy. But it 
seems to me that the principal result, where 
a contract is against public policy, is that it 
cannot be enforced by either party. Once, 
however, the contract has been executed on 
both sides it seems that we ought to go 
further, before denying the deduction to the 
payor, than to examine the status of the 
contract. 


How “well settled” is public opinion when, 
as the Tax Court notes, there is no formal 
prohibition against an action expressed in the 
Constitution, statute, ethics or cases more 
closely in point than those cited in the deci- 
sion? As a taxpayer’s lawyer, I would have 
been happier to see the dissenting opinion 
of Judge Arundell as the majority opinion. 


Payments 
to Manufacturer's Representative 


A quite recent case on a subject of public 
interest is The Aetna-Standard Engineering 
Company, CCH Dec. 17,847, 15 TC —, No. 
42, decided by the Tax Court on September 
25 of this year. The facts were not so broad 
nor was the decision so liberal as a con- 
densation which appeared in a tax publica- 
tion (not CCH) seems to imply: 


“Payments made to a manufacturer’s 
agent (a so-called 5 per center) for assisting 
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taxpayer to obtain war contracts are proper- 
ly deductible in the absence of a showing 
that improper influence was used and that 
the amounts paid were unreasonable.” 


The taxpayer, in bad financial condition 
in 1940, sought to obtain government con- 
tracts for the production of war material. 
An officer of the taxpayer thereupon con- 
sulted the engineering firm of Milburn & 
Brady, Inc., to assist in obtaining such con- 
tracts and do other work incident thereto, 
such as securing advance payments, filing 
various papers, etc. Milburn was a consult- 
ing engineer “personally acquainted with 
many of the regular officers of the Army and 
the Navy.” Brady, a metallurgical engineer 
was “the son-in-law of a former chief of the 
Navy Bureau of Supplies and Accounts.” 


Although the contract originally entered 
into by the taxpayer and this firm called 
for a payment of five per cent commission 
on any business which the firm might obtain 
for the taxpayer from the War or Navy 
Department, this amount was later reduced 
to 2%4 per cent; and the aggregate amouni 
paid to the firm for the periods under review 
($59,676.24) was somewhat less than this 
latter percentage. The Tax Court found, as 
matters of fact, that: 


(1) Taxpayer did not employ the firm un- 
duly to influence government officials. 


(2) The amounts paid were reasonable 
compensation for services performed. 


(3) The payments were ordinary and 
necessary expenses of the taxpayer. 


The fact that taxpayer secured one con- 
tract where two other manufacturers had 
submitted lower bids did not harm the tax- 
payer’s case. Said the Tax Court: “Milburn 
conferred with officials of the Army Ord- 
nance Department and submitted informa- 
tion to them which indicated that the lowest 
bidder was not qualified to perform the 
contract. He also wrote a letter to them 
which suggested that since petitioner’s plant 
was less vulnerable to possible enemy at- 
tack, at least part of the contracts should 
be allocated to it, in conformity with a 
statement previously made by the President.” 


One statement in the opinion is not with- 
out a touch of wry humor: “The use of 
manufacturer’s representatives to give assist- 
ance in soliciting business is a common 
practice among business concerns dealing 
with the Government. And petitioner was 
under no obligation to use the services of a 
manufacturer’s representative who was un- 
friendly with the government officials with 
whom he had to deal.” 
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Summary 


Although the special letter ruling relating 
to fines for overloading was issued eight 
years ago, and under circumstances which 
could be called mitigating, it is certainly 
more liberal than most of us would have ex- 
pected to find; and its publication by Com- 
merce Clearing House in 1950 should 


indicate at least that there is no conflict with 
current Bureau attitude. 


Despite the decision in the Lilly case, the 
dissent of Judge Arundell in that case and 
the decision in the Aetna-Standard case give 
promise of a more realistic attitude in the 
Tax Court to problems which even the most 
law-abiding businessman cannot avoid. 


[The End] 





Tax Considerations 


in Dealing in Oil and Gas 


By CHARLES J. ANTHONY 
CPA, Arthur Andersen & Company, 
Houston, Texas 


F THE MANY glittering facets of the 

oil and gas industry, none is more in- 
triguing than the field of oil and gas federal 
income taxation. No doubt this fascination 
is in part attributable to the pitfalls and 
dangers lurking in the varied types of 
arrangements evolved by oil and gas oper- 
ators. When two oil men get together to 
work out a trade involving certain oil and 
gas properties, the arrangements which they 
work out usually provide food for the night- 
mares of many a tax man. For example, 
an assignment of an oil and gas property 
which originally was intended by the prin- 
cipals to be a sale may, because of some 
special arrangement insisted upon by one 
of the parties, become a sublease and, thus, 
entirely different tax consequences will 
accrue from the transaction. 


If the assignment constitutes a sale, any 
gain on the sale will be treated as a capital 
gain, subject to the provisions of Section 
117(j) of the Internal Revenue Code.2 On 
the other hand, if the assignment is equiv- 
alent to a lease or sublease, the assignor 
ordinarily receives a lease bonus which will 
be treated as ordinary income subject to 


1T. T. 3693, 1944 CB 272. 

2 Regulations 111, Section 29.23 (m)-10. 

3 Burton-Sutton Oil Company, Inc. v. Com- 
missioner, 46-1 ustc { 9243, 328 U. S. 25. 
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depletion.” In view of the differences in 
treatment of the two types of assignments, 
it is obviously of the utmost importance that 
an oil operator know in advance whether a 
proposed arrangement is a sale or a sublease. 


Sales and Subleases 


The distinction between a sale and a 
sublease usually depends upon the nature 
of the interest (if any) which the assignor 
retains in the property assigned. As a basic 
proposition, it may be stated that if the 
assignor retains an interest in the property 
assigned which continues over the entire 
life of such property, the assignor has 
entered into a leasing arrangement.’ On the 
other hand, if the assignor retains no such 
continuing interest, then he has made a sale.‘ 


To illustrate the foregoing distinction, let 
us consider specific cases. Assume that a 
landowner (R) assigns to an oil operator 
(T) all of his rights to the oil and gas under- 
lying his ranch but retains all of the surface 
rights. Since R has retained no interest of 
any kind in the oil and gas, he has made a 
sale of the minerals and any gain or loss on 

4 McLean v. Commissioner, 41-2 ustc { 9553, 


120 F. (2d) 942 (CCA-5); Cullen v. Commis- 
sioner, 41-1 ustc f 9364, 118 F. (2d) 651 (CCA-5). 
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the sale is a capital gain or loss. In com- 
puting such gain, R should allocate his cost 
basis in the ranch between the minerals sold 
and the surface rights retained in accord- 
ance with the circumstances surrounding 
the acquisition.® 


If in the foregoing arrangement R retains 
the usual landowner’s one-eighth royalty, 
the transaction is changed from a sale to a 
lease.6 Since the royalty continues over the 
entire life of the mineral lease, such royalty 
is a continuing interest in the property 
assigned, thus meeting the test stated in our 
fundamental proposition. Therefore, the 
initial cash consideration received by R con- 
stitutes a lease bonus which will be treated 
as ordinary income subject to depletion.’ 

The same principles apply in determining 
whether a lessee has made a sale or a sub- 
lease. If a lessee retains an interest in the 
property assigned which continues over the 
life of the property (such as an overriding 
royalty), he has made a sublease.’ On the 
other hand, if the lessee retains no such 
continuing interest in the property assigned, 
he has made a sale. 


For example, if in our previous illustra- 
tion T develops the lease and then sells a 
three-fourths interest therein for $500,000 
cash, he has made a sale. The fact that T 
retains one fourth of the leasehold working 
interest in no way affects the status of the 
sale, because the retained working interest 
does not represent a burden on the three- 
fourths interest assigned. If T had retained 
a one-sixteenth overriding royalty payable 
out of the interest assigned, the transaction 
would have been a sublease.” 


Fleming Type of Assignments 


Next, let us assume that instead of taking 
$500,000 in cash, T agrees to take $200,000 
in cash and $400,000 in oil, payable out of 
two thirds of the three-fourths interest 
assigned. 


Inasmuch as the oil-payment right termi- 
nates when $400,000 has been received there- 
from, it does not represent an interest which 
continues over the life of the property 
assigned. Therefore, T has made a sale,” 


5 Perkins v. Thomas, 37-1 ustc { 9012, 86 F. 
(2d) 954 (CCA-5, 1936). 

® Berg v. Commissioner, 1929 CCH Standard 
Federal Tax Reports { D-9256, 33 F. (2d) 641 
(CA of D. C.). 

7 Footnote 2. 

8 Palmer v. Bender, 3 ustc {§ 1026, 287 U. S. 
551 (1933). 

® Footnote 8. 

1% Commissioner v. Fleming, 36-1 ustc { 9165, 
82 F. (2d) 324 (CCA-5). 
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and the gain or loss will be treated as a 
capital gain™ subjéct to the provisions of 
Section 117(j), provided T is not a dealer 
in oil and gas leases.” 


The foregoing arrangement represents an 
assignment of a leasehold working interest 
with the retention of a production payment 
and is frequently referred to as the Fleming: 
type of assignment. In the case of Commis- 
sioner v. Fleming," the Circuit Court of 
Appeals for the Fifth Circuit held that the 
retention by the assignor of an oil payment 
payable from the property assigned repre- 
sented a reserved interest which in no way 
affected the property sold. The income from 
the reserved oil payment does not represent 
consideration for the property sold but con- 
stitutes ordinary depletable income from a 
reserved interest in the oil in place.* How- 
ever, if T later decides to sell the retained 
production payment, the gain therefrom will 
be treated as a capital gain.” 


Lessee Considerations 


At this point let us consider the effect 
which the various types of arrangements 
may have with respect to a lessee. Ordi- 
narily, it is to the lessee’s advantage to re- 
duce the initial lease bonus as much as 
possible, because the bonus must be 
capitalized * and recovered as cost depletion 
or as a loss on abandonment if the lease 
is nonproductive. Usually, percentage de- 
pletion exceeds cost depletion. Therefore, it 
is very seldom that any tax benefit is re- 
alized from a capitalized lease bonus. On 
the other hand, when the lessor retains an 
overriding royalty or an oil payment, the 
amounts accruing thereto are excluded from 
the gross income of the property in arriving 
at the income of the lessee.” Thus, the 
lessee may take percentage depletion on the 
remaining income and avoid the proportion- 
ate loss of tax benefit on a large lease bonus. 


Loss on Sale of Equipment 


There is an.additional problem which may 
arise at the time of assignment of a de- 
veloped lease. This problem relates to the 
consideration received for sale of tangible 


1 JT, T. 3693, footnote 1. 

12 Greene v. Commissioner, 44-1 ustc { 9246, 
141 F. (2d) 645 (CCA-5). 

138 Footnote 10. 

14 Thomas Vv. Perkins, 37-2 ustc { 9315, 301 
U. S. 655. 

15 T. T. 4003, 1950-1 CB 10. 

16 Regulations 111, Section 29.23 (m)-10 (a). 

1 Thomas v. Perkins, footnote 14; Anderson 
v. Helvering, 40-1 ustc J 9479, 310 U. S. 404. 
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equipment. For example, in our previous 
illustration where T receives $200,000 in 
cash and reserves a $400,000 oil payment, 
it is quite reasonable to assume that three 
fourths of T’s adjusted cost basis in the 
tangible equipment is less than $200,000, in 
which event it may be assumed that T re- 
alizes no gain or loss from the sale of the 
equipment. 


Next, let us assume that the initial cash 
consideration is reduced to $50,000, and the 
retained oil payment is increased to $600,000. 
If three fourths of T’s adjusted basis in 
depreciable equipment is $75,000, the prob- 
lem then arises as to treatment of the loss 
on the sale of the equipment. Inasmuch as 
T has retained a substantial oil payment, it 
may be reasoned that the $25,000 excess of 
cost in the equipment over the initial cash 
consideration will be recouped through the 
oil payment. In this connection, the Com- 
missioner has ruled that T realizes no loss 
but that the $25,000 excess of adjusted basis 
over the initial cash consideration must be 
added to the cost basis in the retained oil 
payment.” However, it should be noted that 
in a case involving a sale of equipment and 
a sublease of the minerals, the Supreme 
Court ruled that such a loss is deductible on 
the theory that the cost of depreciable 
equipment may not be recovered through 
the allowance for depletion.” While the 
Commissioner’s prior ruling has not been 
revised, it may be that the Bureau will still 
insist that a loss on the sale of equipment 
be amortized over the life of the retained 
oil payment. 


Net-Profits Interests 


As previously explained, if the assignor 
retains a royalty in the property assigned, 
the transaction is a lease or a sublease. Such 
royalty interest is payable from a fraction 
of the gross income from the property. 
What, then, is the effect of retaining an 
interest in the net profits derived by the 
assignee from operation of the property? 


It is our understanding that the Bureau of 
Internal Revenue will treat this type of 
arrangement as a sublease on the theory that 
all net-profits interests are similar to royal- 
ties. The Bureau’s position, apparently, is 
that the Supreme Court’s decision in the 


8% G. C. M. 23623, 1943 CB 313. 

17 Choate v. Commissioner, 45-1 ustc { 9153, 
324 U. S. 1. 

»” Footnote 3. 

21 38-1 ustc J 9155, 303 U. S. 372. 

22 Three months prior to the Burton-Sutton 
decision, the United States Supreme Court held 
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case of Burton-Sutton Oil Company, Inc. v, 
Commissioner served to eliminate any dis- 
tinction between a mineral interest payable 
out of gross income from the property and 
one payable out of net income.” Prior to 
the Burton-Sutton case, the Supreme Court, 
in the case of Helvering v. Elbe Oil Land 
Development Company, held that the assign- 
ment of an oil and gas property for cash 
and a retained net-profits interest constituted 
a sale.” It was not until the Supreme Court 
decision in the Burton-Sutton case that a 
net-profits interest retained by a lessee was 
considered to be depletable.”- In this deci- 
sion, handed down in 1946, the Supreme 
Court made a valiant effort to distinguish 
between the facts in the Burton-Sutton case 
and those in the Elbe case. Such attempt 
was aptly characterized by Mr. Justice 
Frankfurter in his dissenting opinion as 
follows: 


“Nothing better illustrates the gossamer 
lines that have been drawn by this Court in 
tax cases than the distinction made in the 
Court’s opinion between Helvering v. Elbe 
Oil Land Development Company and this case. 
To draw such distinctions, which hardly 
can be held in the mind longer than it takes 
to state them, does not achieve the attain- 
able certainty that is such a desideratum in 
tax matters, nor does it make generally for 
respect of law.” ” 


Theoretically, at least, it appears that a 
net-profits interest may be drawn in such a 
manner as to render an assignment the 
equivalent of a sale as provided in the Elbe 
case. However, the distinction between a 
depletable and a nondepletable net-profits 
interest is so narrow that the administra- 
tion of our federal income tax laws on the 
basis of such distinction would be next to 
impossible. Accordingly, the Bureau of In- 
ternal Revenue has recognized that a 
depletablé economic interest may be meas- 
ured by either gross income or net income. 
Furthermore, in the Revenue Act of 1950 
in Section 422(a)(2), Congress has also 
recognized this same principle in defining 
unrelated business net income for certain 
tax-exempt organizations. In the aforemen- 
tioned section of the act, Congress has pro- 
vided for the exclusion from the definition 
of unrelated business net income of “all 
royalties (including overriding royalties) 
that a net-profits interest retained by a land- 
owner constituted an economic interest (Kirby 
Petroleum Company v. Commissioner, 46-1 ustc 
7 9149, 326 U. S. 599). 

22 The dissenting opinion in the case of Bur- 


ton-Sutton Oil Company, Inc. v. Commissioner, 
footnote 3. 
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whether measured by production or by 
gross or net income from the property.” 
In view of the Bureau’s position regarding 
a net-profits interest and in view of Con- 
gressional recognition of such position, it 
appears reasonable to assume that an assign- 
ment of an oil and gas property, wherein 
the assignor retains a net-profits interest, 
will be treated as a sublease rather than a 
sale. Nevertheless, it must be recognized 
at all times that theoretically, at least, cer- 
tain net-profits interests could be held not 
to represent economic interests and, there- 
fore, result in a sale rather than a sublease.™ 


Carried Interests 


Until recently, carried-interest arrange- 
ments offered one of the most popular de- 
vices for permitting a small oil and gas 
operator to test and develop an oil and gas 
lease. To illustrate the use of a carried 
interest, let us assume that an oil operator 
(T) acquires an oil and gas lease on two 
thousand acres but is financially unable to 
test and develop the lease. Therefore, T 
enters into an arrangement with another 
individual (C) whereby T agrees to assign 
to C one half of the working interest in 
consideration of C’s agreeing to advance all 
funds necessary to drill and equip the neces- 
sary wells and to recoup such advances 
solely out of all of the first oil or gas to be 
produced. After C has recouped all of his 
costs and expenses, T and C will then share 
income and expense on a fifty-fifty basis. 
This type of carried interest in effect termi- 
nates after the carrying party has recouped 
his total expenditures. From that point 
forward the carried interest ceases to be 
carried and becomes a full working interest. 


There is a second type of carried-interest 
arrangement wherein the carried interest 
continues to be carried for the entire life 
of the property. It is very important to note 
the distinction between these two types of 
carried interests, because the second type 
is very close to a net-profits interest. In 
fact, since the carried interest participates in 
income only when it exceeds expenditures, 
the result is substantially the same as that 
obtained by specific reservation of a net- 
profits interest. 


*%In its opinion in the case of Burion-Sutton 
Oil Company, Inc. v. Commissioner, footnote 3, 
the Supreme Court stated: 

“The Government contends that Helvering v. 
Elbe Oil Land Co., 303 U. S. 372, 58 S. Ct. 
621, 82 L. Ed. 904, controls this case. The 
transfer of the leases in Elbe was held an 
absolute sale. . . This Court concluded that 
the addition of a provision for the payment 
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The popularity of the carried-interest 
arrangements no doubt stems from the tax 
treatment accorded a carried interest in 
G. C. M. 22730. In this ruling it was stated 
that the party advancing the money for de- 
velopment may deduct all intangible drilling 
and development costs and that the carried 
interest realizes no taxable income until 
after the pay-out to the carrying party.” 
However, in 1947, the Circuit Court of Ap- 
peals for the Fifth Circuit affirmed the Tax 
Court in the J. S. Abercrombie Company case 
in a decision which completely reversed the 
treatment set forth in G. C. M. 22730,?* that 
is, C’s deduction for intangible drilling and 
development cost was declared to be limited 
to the one-half working interest actually 
acquired from T, and T was deemed to be 
taxable on the income applied against the 
advances made for his account. 


It must be noted at this point that the 
Abercrombie case involved a carried interest 
which extended over the entire life of the 
property. As stated previously, it is very 
difficult to distinguish this type of carried 
interest from a net-profits interest, since the 
result is substantially the same. It should 
be observed that the circuit court affirmed 
the Abercrombie decision subsequent to the 
Supreme Court’s decision in the Burton- 
Sutton case discussed above. With this fact 
in mind, it is extremely difficult to under- 
stand how the circuit court could distinguish 
a carried interest which extends over the 
life of the property from a net-profits inter- 
est except on the basis of form or, perhaps, 
on the basis of the reference in the opinion 
that the carried interest constituted an inter- 
est in the equipment. The reconciliation of 
the Abercrombie and the Burton-Sutton deci- 
sions has given the Bureau, as well as tax- 
payers, no end of difficulty. In any event, 
the circuit court held that the carried inter- 
est is taxable on income credited to the 
advances made by the carrying party. 


As indicated above, there are at least two 
significant problems arising out of the car- 
ried-interest arrangement: first, to whom 
belongs the deduction for intangible drilling 
and development costs and, second, to 
whom belongs the income, prior to the pay- 
out, of the costs advanced for the carried 





of a share of net profits did not qualify ‘in 
any way the effect of the transaction as an 
absolute sale’.’’ 

25 G. C. M. 22730, 1941-1 CB 214. 

* Commissioner v. J. 8S. Abercrombie Com- 
pany, 47-2 usrc 7 9301, 162 F. (2d) 338 (CCA-5); 
Reynolds v. McMurray, 3 vstc {§ 981, 60 F. 
(2a) 843 (CCA-10, 1932), cert. den. 287 U. S. 
664 (1932). 
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interest? As the situation now stands, there 
are at least three interpretations which may 
be placed on the carried-interest arrange- 
ment. These interpretations are as follows: 


(1) Both parties to the carried-interest 
arrangement have entered into a joint-venture 
agreement whereby the carrying party in 
effect makes a loan to the carried interest 
and collects the loan from the oil runs be- 
longing to the carried interest. This, in sub- 
stance, is the interpretation expressed in the 
Reynolds v. McMurray case.” By this inter- 
pretation, the carrying party may deduct 
only that portion of the intangible drilling 
and development costs applicable to the 
share of the working interest which he ac- 
quires, and he is taxable only on that por- 
tion of the income attributable to his share 
of the working interest. The carried interest 
is, therefore, taxable on the gross income 
applied against the advances made for that 
account by the carrying party. Whether 
or not the carried interest may deduct any 
intangible drilling and development costs is 
extremely difficult to ascertain. This prob- 
lem will be discussed further herein. 


(2) The carried-interest arrangement may 
be construed as creating an otl payment in 
favor of the carrying party, which oil pay- 
ment is payable out of the share of the work- 
ing interest retained by the carried interest.* 
By this interpretation, the carrying party 
would deduct only the portion of the in- 
tangible drilling and development costs ap- 
plicable to his interest and would capitalize 
the costs advanced for the carried interest 
as consideration for the acquisition of an oil 
payment. As the income from the property 
is received by the carrying party, the por- 
tion applicable to his share of the working 
interest would be treated as income from 
one property and the portion applicable to 
the oil payment would be treated as income 
from a second property. By this means, the 
carrying party would then sustain a cost 
dépletion of one hundred per cent against 
the oil-payment income, and no portion of 
such income would be taxable to the carried 
interest. Essentially, this same interpreta- 
tion of a carried-interest arrangement was 
followed in the Tax Court decision of Hern- 
don Drilling Company in 1946.” 


(3) The carried-interest arrangement may 
be interpreted as vesting in the carrying party 
the entire working interest until the pay-out.” 


2 Footnote 26. 

2% Herndon Drilling Company, CCH Dec. 
15,061, 6 TC 628 (1946). 

2° Footnote 28. 

3% G, C. M. 22730, footnote 25. 
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By this interpretation, all intangible drilling 
and development costs would be deducted 
by the carrying party when paid or incurred, 
and all income prior to the pay-out would 
be taxable to the carrying interest. The 
carried interest would, therefore, report no 
income or expense attributable to the prop- 
erty until after the pay-out. The theory 
underlying this interpretation is that, for all 
practical purposes, the carrying party has 
acquired the full working interest until the 
pay-out, which may be for the entire life of 
the property. 


There have been numerous coyrt decisions 
supporting each of the foregoing interpreta- 
tions of a carried interest. As previously 
stated, the Bureau of Internal Revenue in 
G. C. M. 22730 took the last interpretation 
outlined above.” This ruling was published 
in 1941 and was followed by the Bureau and 
by the industry for several years. However, 
in 1946, the Tax Court in the J. S. Aber- 
crombie Company case reached the conclusion 
that the carried interest should be taxable 
on the income credited to the advances made 
by the carrying party.” In 1947, the Tax 
Court decision was affirmed by the Circuit 
Court of Appeals for the Fifth Circuit.* 
This decision, together with an earlier deci- 
sion of the Circuit Court of Appeals for the 
Tenth Circuit in 1932 in the case of Reynolds 
v. McMurray," apparently convinced the 
General Counsel’s office that the position 
previously taken in G. C. M. 22730 was 
erroneous. For nearly two years now, the 
Treasury Department has been attempting 
to draft a ruling which will, in effect, fol- 
low the Abercrombie decision but, thus far, 
has been unable to arrive at a feasible 
solution. 


. 


As we noted previously, the so-called 
Abercrombie rule has created much con- 
fusion regarding the deductibility of ex- 
penditures. The decision in the Abercrombie 
case covered only the division of income 
and gave no clue as to the treatment of 
deductions. In looking elsewhere for the 
answer we find only confusion. The case 
of Crane v. Commissioner, 47-1 ustc ¥ 9217, 
331 U.S. 1, indicates that the carried interest 
may be entitled to depreciation on tangible 
equipment even though not personally liable 
on any mortgage. However, with respect 
to expenditures for taxes, labor, rentals, in- 
tangible drilling costs, etc., it is very doubt- 


31 Footnote 25. 
32 CCH Dec. 15,218, 7 TC 120 (1946). 
33 Footnote 26. 
3% Footnote 26. 


















ful whether the carried interest may take 
any deduction for items which were neither 
paid nor incurred and for which there is no 

personal liability. In the case of Sunburst 
Oil and Refining Company,® the Board of Tax 

Appeals denied deduction for such expenses 

where the taxpayer had no personal liability. 

However, it does not appear that the latter 

decision would apply if the oil and gas joint 

venture were treated as a partnership, since 

the capital investment in a partnership is not 

a limitation upon the distributive share of 

any loss. In this connection, the determina- 

tion of the status of an oil and gas joint 

venture as a taxable entity under Code Sec- 

tion 3797 is a problem in itself and one which 

will not be discussed here. 


If a carried-interest arrangement is viewed 
as a joint venture, there is an additional 
problem which is created under I. T. 3930.” 
The latter ruling, which we will discuss fur- 
ther herein, pertains to associations taxable 
as corporations. In accordance with the 
provision of this ruling, if the carried inter- 
est (treated as a joint venturer) irrevocably 
delegates marketing authority to the carry- 
ing party (also a joint venturer), it appears 
that an association taxable as a corporation 
has been created. If the Bureau ultimately 
adopts the joint-venture theory regarding 
carried interests, it is quite probable that 
taxpayers will be given an opportunity to 
amend carried-interest agreements brought 
under I. T. 3930. However, there is con- 
siderable doubt as to the effectiveness or 
the reality of eliminating an irrevocable 
delegation of marketing authority where the 
carrying party in effect still retains control 
over all of the proceeds from the sale of 
production until the pay-out. 


From the above discussion, only one thing 
is clear—carried interests present a state of 
utter confusion. Before this confusion can 
be eliminated, the Burton-Sutton and Aber- 
crombie cases must be reconciled insofar as 
they affect a carried interest extending over 
the life of a property. The division of in- 
come and expense between the carried in- 
terest and the carrying interest must be 
ascertained. Also, if the joint-venture theory 
is adopted, the association problem must be 
settled. All these and many other prob- 
lems confront the Bureau in its attempt to 
arrive at a satisfactory solution. So far, the 
Bureau has been unable to find the answer 


to all of these problems. Until the answer 
is found, the state of confusion and uncer- 
tainty will continue to exist. 


Production Payments 


In the Fleming type of assignments pre- 
viously described, we pointed out that the 
retention of an oil payment in the mineral 
interest assigned resulted in a sale of the 
mineral interest.” Any gain realized from 
the sale of the working interest subject to 
a retained-production payment may be 
treated as a capital gain,* subject to the 
provisions of Section 117(j).% However, in 
1946, the Bureau of Internal Revenue in 
G. C. M. 24849 took the position that the 
sale of an oil payment carved out of a 
retained mineral interest constituted the 
assignment of future income.” Therefore, 
the proceeds from such sale must be treated 
as ordinary income subject to depletion. 
In this G, C. M., the Bureau attempted to 
distinguish between long- and short-term 
oil payments and limited the provisions cof 
the ruling to short-term oil payments. The 
distinction between long- and short-term oil 
payments depended not upon the term of 
years required for pay-out but upon the life 
of the oil payment in comparison with the 
over-all life of the property from which the 
oil payment was carved. In other words, 
an oil payment requiring four years to pay 
out might be construed as a long-term oil 
payment if the estimated life of the entire 
property were only five years, but if the life 
of the property were ten years, then the 
four-year oil payment would be considered 
as a short-term oil payment. The problems 
involved in distinguishing between a long- 
and short-term oil payment became so diffi- 
cult that early in 1950 the Bureau issued 
I. T. 4003 stating that henceforth there 
would be no practical distinction between 
long- and short-term oil payments.” The 
Bureau, in effect, stated that the assign- 
ment of any oil payment extending over a 
period less than the life of the depletable 
property represented an assignment of 
future income. 


It is significant to note, however, that the 
sale of an oil payment retained by the 
assignor in a Fleming type of assignment re- 
sults in capital gain.” The G. C. M., there- 
fore, may be assumed to be applicable only 
to the sale of those oil payments which are 





% CCH Dec. 7050, 23 BTA 829 (1931). 
% T. T. 3930, 1948-2 CB 126. 

7 Footnote 10. 

% Footnote 10. 
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39 T. T. 3693, footnote 1. 
40 G. C. M. 24849, 1946-1 CB 66. 
41 I. T. 4003, footnote 15. 
#17. T. 4003, footnote 15. 





carved out of a retained mineral interest. 
However, if the proceeds from sale of the 
production payment are pledged for devel- 
opment of the property, the ruling specifi- 
cally provides that there is no realization 
of income by the assignor. 


Consistent with the above treatment of 
proceeds from sale of a carved-out oil pay- 
ment, the Bureau ruled in 1949 that donative 
assignments of short-term oil payments 
carved out of any kind of depletable interest 
constitute an assignment of future income.* 
The ruling was made prospectively appli- 
cable to donative assignments executed after 
January 24, 1949. In I. T. 4003, referred 
to previously, the Bureau eliminated the dis- 
tinction between long- and short-term oil 
payments.“ The effect of the above ruling 
is to include in the income of the donor the 
amounts paid to the donee of the oil pay- 
ment. If the donee is a bona-fide charity, 
the donor may then claim a deduction for 
contributions equal to the amounts paid to 
the charity, subject, of course, to the limi- 
tation on total contributions.® 


It should be noted that the Bureau’s posi- 
tion on oil payments as expressed in 
G. C. M. 24849 and in I. T. 3935 has not 
yet been made the specific subject of liti- 
gation. However, there have been numer- 
ous court decisions preceding the rulings 
which appear to refute the Bureau’s posi- 
tion. In the R. E. Nail case, the Board of 
Tax Appeals viewed an assignnfent of an 
oil payment to a charity as sufficient to 
divest the donor of the income.” Again, in 
Commissioner v. Caldwell Oil Corporation, the 
Circuit Court of Appeals for the Fifth Cir- 
cuit viewed an assignment of an oil pay- 
ment to a stockholder, in consideration of 
his advancing certain development costs, to 
be sufficient to divest the corporation of the 
income attributable to such oil payment.” 
A similar conclusion was also reached by 


JT. T. 3935, 1949-1 CB 39. 

* Footnote 15. 

45 Section 23 (0) limits the deduction for con- 
tributions by an individual to fifteen per cent 
of his adjusted gross income. Code Section 
23 (q) limits the deduction for contributions 
by a corporation to five per cent of its net 
income as computed without the deduction for 
contributions. 

4“ CCH Dec. 7807, 27 BTA 33 (1932). 

47 Commissioner v. Caldwell Oil Corporation, 
44-1 ustc 9 9245, 141 F. (2d) 559 (CCA-5). 

*® CCH Dec. 15,046, 6 TC 548 (1946). 

#G. C. M. 24849 was published in the first 
half of 1946, and the Commissioner’s acqui- 
escence in the Gilcrease case was published 
in the last half thereof. : 

% Rudco Oil &€ Gas Company v. U. 8., 49-1 
ustc 9 9200, 82 F. Supp. 746 (Ct. Clis.). 


the Tax Court in the Gilcrease Oil Company 
case.* In connection with the latter deci- 
sion, it is significant to note that the Com- 
missioner acquiesced in this case after 
G. C. M. 24849 was published.” To date, 
this acquiescence has not been withdrawn. 
There has been only one case involving oil 
and gas properties which lends any support 
to G. C. M. 24849, and even this case ap- 
pears to have a factual background which 
weakens it on this score.” 


Whether or not the Bureau’s position on 
oil payments will ultimately prevail is im- 
possible to predict with any certainty. 
However, the cases noted above tend to 
indicate that G. C. M. 24849 may be predi- 
cated on vulnerable grounds. 


Associations Taxable 
as Corporations 


For many years, the oil and gas industry 
has been confronted with the problem of 
associations taxable as corporations. The 
usual joint-operating agreement entered into 
between joint owners of an oil and gas lease 
of necessity contains many of the attributes 
of a corporation. There is centralization 
of management frequently accompanied by 
voting authority proportionate to each co- 
owner’s interest in the property. Also, there 
is a continuity of interest which is not in- 
terrupted by death of a co-owner or by the 
transfer of an interest. In these respects, 
many joint-operating agreements have the 
attributes of a corporate form of organization.™ 


In relatively recent years, large gas fields 
in the Southwest have been developed un- 
der unitization agreements. These unitiza- 
tions involved a pooling of mineral interests, 
the creation of operator committees and 
complete centralization of management. 
Without unitization, it would have been 


5 The United States Supreme Court in Mor- 
rissey v. Commissioner, 36-1 ustc { 9020, 296 
U. S. 344 (1935), listed five tests for an as- 
sociation, as follows: 

(1) holding of title to property in the name 
of trustees or other designated representatives; 

(2) centralization of management through rep- 
resentatives of those beneficially interested in 
the undertaking; 

(3) security from termination or interruption 
by the death of the owners of beneficial in- 
terests; 

(4) ability to transfer beneficial interests as 
personal property without affecting the con- 
tinuity of the enterprise and also the introduc- 
tion of large numbers of participants; and 

(5) limitation of the personal liability of the 
participants to the property included in the 
undertaking. 
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practically impossible to develop economi- 
cally a large gas reservoir, since that min- 
eral resource is of such a fugitive nature. 
With the threat of an association confront- 
ing the co-owners in a unitized operation, 
however, the need for a definite Bureau 
policy on the matter became more acute. 


After careful consideration, the Bureau 
finally arrived at a solution to the problem 
as set forth in two income tax rulings, 
I. T. 3930 and I. T, 3948." In these rulings, 
the Bureau recognized that many of the ele- 
ments of an association were present in the 
usual joint-operating or unitization agree- 
ment. There existed centralization of man- 
agement, continuity of life, transferability of 
interests and the introduction of large num- 
bers of participants. However, the Bureau 
reasoned that if the joint profit-objective 
were not present, it would be impossible for 
an association to exist. Since profits are 
realized not from extraction or processing 
of the mineral but from the sale thereof, the 
Bureau reasoned that a joint objective lim- 
ited to development and operation of oil 
and gas properties did not constitute an 
association. Specifically, therefore, in order 
to avoid classification as an association, it 
is necessary that each co-owner have the 
right to take his share of the production in 
kind or to direct its sale. Thus, if the agree- 
ment vests in some person or persons any 
collective, irrevocable, representative capac- 
ity to market the oil or gas produced from 
the properties for two or more co-owners, 
an association taxable as a corporation has 
been created. 


The Bureau recognized that an agent may 
require authority to contract for disposition 
of production for some period longer than 
a day-to-day basis. Accordingly, it was 
held that an agent may be vested with au- 
thority to contract for disposition of pro- 
duction for such reasonable periods of time 
as are consistent with the minimum needs 
of the industry but in no event to exceed 
one year, provided such marketing authority 
is revocable at will.” “Revocation at will” 
has been construed to mean what it says. 
Thus, a provision that the marketing agent 
be given ten days’ notice may be construed 
to be inconsistent with the requirement that 
the delegated authority be revocable at will. 
Also, with respect to the minimum needs 
of the industry, it should be noted that the 
reference to one year is a maximum period 
and does not purport to specify the mini- 
mum needs of the industry. Therefore, 





most operating agreements merely include 
the same language used in the Bureau ruling. 


In determining whether an association ex- 
ists under the provisions of I. T. 3930, it 
is good to examine all of the surrounding 
circumstances. It is possible in some in- 
stances that two or more co-owners may 
have entered into sales contracts with the 
same purchaser, but, upon investigation, 
such purchaser may prove to be merely an 
agent of both of the co-owners. In such 
instances, it is essential that the sale be 
made to a bona-fide purchaser and not to 
one who is merely acting as a sales agent. 
This problem is, of course, eliminated if 
only one co-owner is selling through such 
agent who himself is not another co-owner. 


While the period of time has lapsed within 
which prior operating agreements were re- 
quired to be amended, it is still essential 
that all new agreements conform to the 
Bureau requirements as expressed in I. T.’s 


3930 and 3948. 


Geological 
and Geophysical Expense 


Millions of dollars are spent annually in 
the never-ending search for oil and gas. 
Sometimes such exploration results in locat- 
ing a new field or oil reservoir, but the 
odds are more in favor of the exploration 
culminating in a “duster” or dry hole. 


The tax treatment to be accorded geo- 
logical and geophysical expense incident to 
exploring for oil and gas has long been a 
difficult problem with which to cope—both 
for the industry and for the Bureau of In- 
ternal Revenue. The industry’s contention 
has been that exploration for oil and gas 
is an ordinary and necessary business ex- 
pense which must be incurred if an oil oper- 
ator is to stay in business. However, in 
1946, the Tax Court held in the Louisiana 
Land and Exploration Company case that ex- 
ploration expense should be capitalized.” 
With the authority of this decision, the Bu- 
reau then proceeded to draft a ruling on 
“G.& G” costs. Immediately prior to the 
completion of this ruling early in 1948, the 
industry prevailed upon the Treasury De- 
partment to withhold its publication. In its 
efforts to prevent the release of the Bureau’s 
proposed ruling, the industry pointed out 
that the administrative problems of allocat- 
ing exploration expense to various projects 
would be out of proportion to any addi- 
tional tax revenues. 





TI. T. 3930, footnote 36; I. T. 3948, 1949-1 


CB 161. 
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33 J. T. 3948, footnote 52. 
54 CCH Dec. 15,308, 7 TC 507 (1946). 









Finally, in November, 1949, the Bureau 
announced that the ruling would be pub- 
lished whether the industry liked it or not. 
However, it was not until April, 1950, that 
I. T. 4006 was finally released.* In this 
ruling, the Bureau in effect held that geo- 
logical and geophysical expenses incurred 
in exploring for oil or gas are capital ex- 
penditures and, therefore, not deductible un- 
der Section 23(a).™ 


The rules set out for determining how 
much exploration cost to capitalize and how 
much to deduct as abandonment losses are 
simple to state but difficult to apply. 
Briefly, two stages of exploration are recog- 
nized. The first is a reconnaissance-type 
survey and the second is a detailed survey. 
In the reconnaissance-type preliminary 
survey, it is contemplated that from a study 
of geological maps for a given project area 
and possibly from the use of gravity-meter 
surveys, certain noncontiguous areas of in- 
terest will be defined for further exploration. 
The costs of this preliminary survey should 
then be apportioned equally to each area 
of interest. The costs of the detailed sur- 
veys applicable to each area of interest will 
also be capitalized and apportioned to any 
leases acquired in or adjacent to the area. 
If no leases are acquired, the costs appli- 
cable to the area may then be deducted as 
a loss under Section 23(e) or 23(f) for the 
year of abandonment of the specific project. 


The foregoing procedure sounds very 
simple but putting it into effect is not as 
simple as it sounds. At first glance, one 
might feel that the answer to obtaining the 
maximum deduction for exploration is in 
defining very small areas of interest. Upon 


55 1950-1 CB 48. 

% The Treasury Department cites the follow- 
ing cases in support of its position: Louisiana 
Land and Exploration Company, footnote 54; 
Schermerhorn Oil Corporation, et al., CCH Dec. 
12,245, 46 BTA 151 (1942); Rialto Mining Cor- 
poration, CCH Dec. 7502, 25 BTA 980 (1932); 
Cotton, CCH Dec. 7481, 25 BTA 866 (1932); 
Parker Gravel Company, Inc., CCH Dec. 6413, 
21 BTA 51; Nusbawm, CCH Dec. 3539, 10 BTA 
664 (1928); Thompson, CCH Dec. 3339, 9 BTA 
1342 (1928). 

5? See the article by George E. Ray and Oliver 
W. Hammonds on “G & G,”’ 28 Texas Law 
Review 910-927 (October, 1950). The authors 
have listed the following six conditions which 
the Bureau will impose upon those electing to 
expense their ‘“‘G & G”’ costs: 

(1) All direct costs of geological and geo- 
physical or other exploratory surveys and the 
portion of any overhead or general expense 
properly allocable thereto will be included 
under this heading. 

(2) Such costs must be deducted in the year 
in which paid or accrued, in accordance with 
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further study, however, it becomes apparent 
that an area of interest is a subsurface area 
such as the Ellenburger formation or the 
Wilcox sand. Many times several areas of 
interest may be overlapping with the result 
that great deal of confusion may arise in 
determining where exploration costs should 
be charged. In view of this lack of clearly 
defined areas of interest, it may be that the 
Bureau will eliminate the separate treatment 
accorded a project area and the separate 
areas of interest and consider them to 
be coextensive. 


At the time I. T. 4006 was released, the 
Bureau advised certain industry representa- 
tives that an alternative treatment of ex- 
ploration costs would be made available to 
the industry. No rulings have been issued 
with respect to this alternative treatment, 
but the Bureau has indicated that it will 
approve a change of accounting method 
whereby the taxpayer will be permitted to 
deduct exploration expense as incurred, pro- 
vided such expense in its entirety is pro- 
rated to each producing property in the ratio 
of gross income. This change in accounting 
method should be requested in the usual 
manner as provided in Section 29.41-2 of 
Regulations 111. It should be noted that 
the effect of charging exploration expense 
against producing leases may be to reduce 
or eliminate percentage depletion due to the 
fifty-per-cent-of-net-income limitation. If 
“G & G” is capitalized and worthless leases 
written off as losses, such losses are not an 
expense of the producing properties. Thus, 
in many instances, the alternative treatment 
may increase rather than decrease tax- 
able income.” 


the method of accounting employed, but only 
to the extent that they do not exceed the net 
income, before depletion, from the production 
of oil and gas from all property. 

(3) Such exploration costs in excess of the 
net income from producing properties will be 
carried over to the subsequent year and de- 
ducted as expenditures for such subsequent 
year with the same limitation. 

(4) The amount deductible in the current 
year will be allocated to each property in the 
proportion that the gross income attributable 
to the production of oil and gas from each 
property bears to that from all productive 
property. 

(5) The amount allocable to an individual 
property will be used in determining the net 
income therefrom for the purpose of deter- 
mining the limitation on the percentage de- 
pletion deduction with respect to such property. 

(6) If this method is used in reporting in- 
come for the year 1950, it must be used for 
all subsequent years until permission is ob- 
tained from the Commissioner of Internal Rev- 
enue to use some other method. 
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By this alternative method, the Bureau in- 
tended to overcome the industry’s objections 
to the administrative problems involved in 
securing adequate information for allocating 
“G & G” costs. However, it appears that 
the alternative method can be used advan- 
tageously only by an operator who con- 
sistently spends only a small percentage of 
his income from production for exploration. 
Where the expenditure for geological and 
geophysical work regresents a large propor- 
tion of the operator’s total income from 


producing properties, it is quite probable 
that the alternative method will result in a 
substantial loss of percentage depletion. It 
is impossible to make any specific categorical 
conclusions as to whether the alternative 
method should or should not be adopted. 
Each oil operator must make his own projec- 
tions of income and expense for each lease 
in order to determine the relative advantages 
or disadvantages of following I. T. 4006 or 
of using the alternative method. [The End] 





Inquisitorial Powers 
of the Federal Government 
Relating to Taxes 


By JOHN POTTS BARNES 
Attorney, Chicago 


Ep INQUISITORIAL, or, as it is some- 
times called, visitorial power, is the power 
to conduct inquiries, including ordinarily the 
power of inspection and the power of com- 
pelling attendance of witnesses and the pro- 
duction of books and records at hearings 
during the course of an inquiry. All courts 
have such power in more or less degree, and 
a trial is an inquiry conducted by a court 
during which the court may compel the 
attendance of witnesses and the production 
of books and records. But, although courts 
were called inquisitions at common law, the 
power exercised by courts in the conduct of 
trials is not inquisitorial within the meaning 
of that term as it is generally used today. 
What is it then that distinguishes inquisi- 
torial power? It is that the possessor of 
such power may himself initiate inquiries, 
instead of functioning as the impartial ar- 
biter in an inquiry initiated as an adversary 
proceeding by one party against another. 
Undoubtedly, the best known and oldest 
inquisitorial body in our governmental sys- 
tem, state or federal, is the grand jury. 
The administration of the internal revenue 
laws is charged exclusively to the Commis- 
sioner of Internal Revenue and his subordi- 
nates; accordingly, the inquisitorial powers 
incident to such administration are vested 


1 Dobson v. Commissioner, 44-1 vustc { 9108, 


320 U. S. 489 (1943). 
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exclusively in the Commissioner and his 
subordinates. No other official of govern- 
ment shares either in the obligation of en- 
forcing those laws or in the powers of 
visitation and inquiry that accompany such 
obligation to insure its fulfillment. The fact 
of the Commissioner’s exclusive jurisdiction 
over the administration of the internal reve- 
nue laws is so elementary that it should 
hardly require mention, except for the woe- 
ful lack of understanding of it displayed by 
the Supreme Court in its holding that the 
Tax Court’s function and powers are admin- 
istrative in nature.. The fact is that the 
Commissioner alone, in conjunction with his 
representatives and subject to the super- 
vision of the Secretary of the Treasury, 
is empowered to do those things (such as 
make Regulations and determine, assess and 
collect taxes) which are the very essence of 
the administrative process, as distinguished 
from the judicial process; whereas, the Tax 
Court is only empowered to decide the issues 
in an adversary proceeding initiated by the 
taxpayer after a deficiency determination by 
the Commissioner, which function is peculiarly 
judicial in nature. 

Although the Attorney General and United 
States attorneys have a part in the enforce- 
ment of the internal revenue laws, they do 














not come upon the scene until the adminis- 
trative process has spent itself and the judi- 
cial process has been set in motion. The 
United States attorneys, subject to the su- 
pervision of the Attorney General, represent 
the United States in civil and criminal cases 
arising under the internal revenue laws.’ 
But their duties and functions in this respect 
are not administrative and do not carry with 
them any of the inquisitorial powers im- 
plicit in the administrative process. There 
is no statutory authority whatsoever for the 
Attorney General or a United States attor- 
ney, either in the discharge of such duties 
or in any other connection, to examine the 
books and records of a taxpayer, or to re- 
quire his attendance or the production of 
his records. 


3ut this fact does not mean that the At- 
torney General or the United States attor- 
neys, as a practical matter, never participate 
in the exercise of inquisitorial powers in re- 
spect to internal revenue taxes. Grand jury 
investigations are usually attended and con- 
ducted by the United States attorney or one 
or more of his or the Attorney General’s 
assistants. It follows that such officials are 
often influential in shaping and directing the 
exercise by the grand jury of its inquisitorial 
powers in criminal tax investigations. But 
the inquisitorial powers exercised are those 
of the grand jury, not the Attorney General 
or his subordinates; and the grand jury’s 
powers of inquiry in respect to a suspected 
violation of tax laws do not differ from 
such powers in respect to a suspected viola- 
tion of any other law. Since the subject of 
the grand jury investigation is not within 
the scope of this article, it will suffice for 
present purposes to note that, subject to 
the constitutional guarantees against unrea- 
sonable searches and seizures and against 
self-incrimination and subject to the protec- 
tion afforded certain privileged matter, the 
attendance and testimony of witnesses and 
the production of books and records before 
the grand jury may be compelled without 
limitation. Blair v. U. S.,250 U. S. 273 (1919). 


Statutory Powers of Commissioner 
and Collectors of Internal Revenue 


The several different kinds of visitorial and 
investigative powers necessary for effective en- 
forcement of the tax laws by the Commissioner 


2 28 USCA Section 507. 
3 Code Section 3600. 

4 Code Section 3601. 

5 Code Section 3602. 

* Code Section 3612. 

7 Code Section 3632. 

§ See Appendix. 


and his subordinates are found in about a half 
dozen sections of the Internal Revenue Code. 
Each collectdér is directed to send his depu- 
ties, from time to time, throughout his dis- 
trict to inquire after all persons who are 
liable to pay any internal revenue tax and 
to make a list of such persons and taxable 
objects.2 A collector, deputy collector or 
internal revenue agent is authorized to enter, 
in the daytime, or at night if the premises 
are open, any building or place within his 
district where any taxable articles subject 
to tax are produced or kept, for the purpose 
of examining such articles. For each re- 
fusal to admit any such officer, the statute 
imposes a fine of $500, and for each offense 
in forcibly obstructing or hindering any 
collector, deputy collector or internal reve- 
nue agent in the execution of any power and 
authority vested in him, the Code provides 
a fine of $500 or imprisonment for not more 
than two years.* A judge of the district 
court is authorized to issue a search warrant 
authorizing any internal revenue officer to 
search any premises, if he makes affidavit 
that he has reason to believe, and does be- 
lieve, that a fraud upon the revenue has been 
or is being committed upon or by the use 
of said premises. If any person fails to 
make and file a return, or makes a false or 
fraudulent return, the Commissioner or, sub- 
ject to the Commissioner’s approval, the 
collector or a deputy collector may make a 
return from his own knowledge and such 
information as he can obtain, and such re- 
turn is prima facie good and sufficient for 
all legal purposes.’ Every collector, deputy 
collector, internal revenue agent, and internal 
revenue officer assigned to duty under an 
internal revenue agent is authorized to ad- 
minister oaths and “to take evidence touch- 
ing any part of the administration of the 
internal revenue laws with which he is 
charged.” * 


All these powers of the Commissioner and 
his agents are important, but the real source 
of their inquisitorial powers is Code Sec- 
tions 3614° and 3615.° Since these two sec- 
tions are in large measure duplicates in 
respect to the powers conferred by them, 
it is important to note the major differences 
and similarities between them. 


Section 3614” vests authority in the Com- 
missioner and authorizes him to delegate 





® See Appendix. 

*” Subsection (b) of Section 3614 relates to 
the determination of the liability of a trans- 
feree, instead of the taxpayer. With this 
exception, it parallels subsection (a). This 
article does not deal with subsection (b). 
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the authority to any officer or employee of 
the Bureau of Internal Revenue, including the 
field service. Section 3615, on the other 
hand, vests authority in the collector of in- 
ternal revenue without right of delegation. 


The powers conferred by Section 3614 
may be exercised “for the purpose of ascer- 
taining the correctness of any return or for 
the purpose of making a return where none 
has been made.” On the other hand, Sec- 
tion 3615, spelling out in more detail the 
occasions for the exercise of the powers 
granted by it, provides for their exercise 
whenever any person fails to file a timely 
return, whenever any person having been 
notified by the collector to file a return fails 
to do so within the time required, whenever 
any return, in the opinion of the collector, 
is erroneous, false or fraudulent, or when- 
ever any person who is required to file a 
return refuses to allow “any regularly au- 
thorized Government officer” to examine’ 
his books. 

The powers granted and the subject mat- 
ters specified in Section 3614 are “‘to examine 
any books, papers, records, or memoranda 
bearing upon the matters required to be 
included in the return,” to “require the 
attendance” of certain designated persons, 
to take “testimony with reference to the 
matter required by law to be included in” 
the return, and to administer oaths. The 
powers granted and the subject matters 
specified in Section 3615 are to “summon” 
a person “to appear... and produce books 
at a time and place named in the summons, 
and to give testimony or answer interroga- 
tories, under oath, respecting any objects or 
income liable to tax or the returns thereof.” 


The persons made amenable by Section 
3614 to the powers therein conferred are 
“the person rendering the return,” “any offi- 
cers or employee of such person” or “any 
other person having knowledge in the prem- 
ises.” The subject persons specified in Sec- 
tion 3615 are the taxpayer, “any other person 
having possession, custody, or care of books 
of account containing entries relating to the 
business” of the taxpayer, and “any other 
person the collector may deem proper.” 


Section 3615 differs radically from Section 
3614 in two respects, namely, procedure and 





enforcement. The provisions of Section 3614 
are general and require no formal procedure. 
There is no particularization of the procedure 
to be followed by the Commissioner or his 
representative in examining books and rec- 
ords or in “requiring” the attendance of a 
witness. On the contrary, the formality of 
procedure found in Section 3615 is com- 
parable to the formality of a judicial pro- 
ceeding: a deputy collector must serve the 
summons by delivering an attested copy to 
the person, himself, or by leaving it at the 
person’s last and usual place of abode; the 
person must be allowed one day for each 
twenty-five miles he is required to travel; 
and the deputy collector’s certificate of serv- 
ice is evidence of the facts it states. 


The difference between the procedural re- 
quirements of the two sections is explained 
by the difference between the mechanics for 
enforcement of the respective inquisitorial 
powers conferred by them and the difference 
between the respective consequences that 
flow from contumacious conduct under them. 
As will be noted later in more detail, com- 
pliance with the demands of an internal 
revenue officer under Section 3614 cannot be 
enforced without the aid of a court, and no 
penalty is expressly provided for contuma- 
cious conduct. On the contrary, Section 
3615 is, to a limited extent, self-executing 
in that compliance may be compelled by 
arrest, and contumacious conduct is ex- 
pressly made a crime. The more serious 
consequences that attend disobedience under 
Section 3615 call for greater formality in the 
procedure for apprising the individual of the 
demand, with the disobedience of which he 
may be later charged. 


Notwithstanding the important differences 
between these two sections, there is little 
difference between them in respect to the 
nature, extent and limits of the statutory 
grant of powers, the persons subject to such 
powers, and the constitutional limitations 
upon such powers." There are undoubtedly 
cases in which an attempted exercise of 
power might be valid under one but invalid 
under the other, because of the difference 
in their terms in the foregoing respects. But 
in such respects they are near enough alike 
that the decisions in cases arising under one 
are, in general, applicable to the other. 





1 Section 3631, however, has been held to be 
a limitation on both Section 3614 and Section 
3615; therefore, the latter two sections must be 
considered with Section 3631, which is as 
follows: 

“Sec. 3631 (Internal Revenue Code). No tax- 
payer shall be subjected to unnecesSary ex- 
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aminations or investigations, and only one 
inspection of a taxpayer's books of account shall 
be made for each taxable year unless the tax- 
payer requests otherwise or unless the Com- 
missioner, after investigation, notifies the tax- 
payer in writing that an additional inspection 
is necessary.”’ 
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Extent and Limits 
of Statutory Authorization 


It has already been noted that the power 
of the Commissioner derived from Section 
3614, unlike the collector’s power under 
Section 3615, may be delegated. The Bureau 
has ruled that the delegation need not be spe- 
cific as to the taxpayer under investigation 
or the person to be examined; that general 
authorization to examine books and records 
of taxpayers within the district is sufficient. 
I. T. 1658, II-} CB 216; and LI. T. 2078, 
III-2 CB 351. 


In the language of Section 3614, the ex- 
amination may extend to books and records 
“bearing upon the matters required to be 
included in the return,” and there is absent 
specification or limitation of the persons 
whose books are subject to examination; 
and the power of “requiring” attendance 
reaches “any other person having knowl- 
edge in the premises.” Section 3615 par- 
ticularizes in respect to two classes of 
amenable persons, then generalizes to in- 
clude “any person the collector may deem 
proper.” The courts, in consonance with 
the apparent Congressional intent, have 
held that the powers conferred by both sec- 
tions extend to all persons, in addition to 
the taxpayer himself, who have records or 
information that may have any bearing upon 
the determination of the correct tax liability 
‘of the person under investigation. A bank 
with which the taxpayer has done banking 
business (U. S. v. First National Bank of 
Mobile, 295 F. 142 (DC Ala., 1924), aff’d, per 
curiam, 1925 CCH Stranparp FEDERAL TAX 
Reports § 7052, 267 U. S. 576), a telegraph 
company through which money has been 
transmitted to the taxpayer (Brownson vw. 


U. S., 1 ustc J 394, 32 F. (2d) 844 (CCA-8, * 


-1929)), a reporter who has taken stenotype 
notes of an arbitration proceeding (Stone 
v. Frandle, 89 F. Supp. 222 (DC Minn., 1950) ), 
and an accounting firm which audited the tax- 
payer’s books and prepared his return (Jn re 
Wolrich, et al., 49-2 ustc J 9339, 84 F. Supp. 
481 (DC N. Y.)), may be required to give 
testimony concerning, or produce records 
-of, such transactions with the taxpayer, if 
such transactions have any reasonably ap- 
parent relation to the taxpayer’s tax liability. 


Lawyers are not excluded by the Code 
from the scope of the inquisitorial powers 
under discussion. Although the question 
does not appear to have been decided, there 
is no reason to doubt that the communica- 
tions between a lawyer and client are privi- 
leged against disclosure under Sections 3614 
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and 3615 to the same extent that they are in 
other administrative and in judicial proceedings, 


In the main, the courts have construed 
these provisions liberally, and have shown 
little disposition to constrict the meaning 
of general terms used in the Code. But they 
have confined the inquisitorial powers to fairly 
reasonable limits, to the extent that the terms 
used are definite. 


Thus, although Section 3614, unlike Sec- 
tion 3615, does not expressly confer power 
to compel the production of books and rec- 
ords, one court has held and other courts 
have assumed, without having to decide, 
that the power of examination includes the 
power to compel production. In re Wolrich, 
cited previously; U. S. v. United Distillers 
Products Corporation, 46-2 ustc {J 9327, 156 F. 
(2d) 872 (CCA-2, 1946); and First National 
Bank of Mobile v. U. S., 47-1 ustce J 9203, 
160 F. (2d) 532 (CCA-S5). 


On the contrary, it has been held that the 
examination or the demand for attendance 
must be in connection with the investigation 
of a particular person, and that the informa- 
tion sought must bear upon “matters re- 
quired to be included” in the return of such 
person, which was filed or should have been 
filed. In First National Bank of Mobile v. 
U. S., the district court, upon application of 
an internal revenue agent, issued an order to 
a vice president to produce all records and 
papers which pertained to or reflected the issu- 
ance of cashier’s checks and bills of exchange 
during the years 1940 to 1945 (irrespective of 
whether such records also pertained to similar 
transactions with persons other than the 
taxpayer under investigation) in order that 
the agents of the Bureau might select there- 
from items and transactions to and for the 
taxpayers being investigated. The circuit 
court of appeals held this order to be too 
broad, saying (page 533). 

“We do not think that the statute is broad 
enough to require the Bank to produce for 
inspection and run on its Recordak machine 
over six million items involving transactions 
over a period of five years unless the rec- 
ords to be exhibited bear upon the matters 
required to be included in the return of the 
parties named in the petition whose tax mat- 
ters are being investigated.” 


The court went on to say that the revenue 
agents must specify with reasonable cer- 
tainty the records desired by them, and that 
the bank officers would be compelled to an- 
swer questions to help the agents determine 
what records were needed. 


In Mays v. Davis, 7 F. Supp. 596 (DC Pa., 
1934), the information sought from a bank 
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was: “The names and addresses of the bene- 
ficiaries of trusts created by will where the 
widow, a beneficiary, has elected to take 
under the will in lieu of her statutory rights 
and/or dower rights, and where the will 
provides for payment to her of income of 
the trust estate; and where income was paid 
to the widow for the taxable years 1931 
and/or 1932; and the names of each trust.” 
The court refused to compel the bank to 
furnish such information for the reason that: 


“The power of the court to make the 
order desired is limited as specified in said 
section 618 ‘for the purpose of ascertaining 
the correctness of any return or for the pur- 
pose of making a return where none has 
been made’. I am of the opinion that the 
petition is not authorized by section 618; 
that to grant the prayer thereof would be 
to grant a mere exploratory search on the 
part of petitioner, and that not being within 
the law that the petition should be refused.” 


Miles v. United Founders Corporation, 3 
ustc § 1061, 5 F. Supp. 413, 414 (DC N. J., 
1933), involved a state of facts somewhat 
similar to that in the preceding case, but 
the result was different. The defendant cor- 
poration had been a party to a reorganiza- 
tion, about whose taxable status there was 
some question. The Bureau asserted that 
it was a taxable transaction. The agents 
sought the aid of the district court in com- 
pelling the corporation to produce all of its 
books and records pertaining to the exchange 
of stock in connection with such reorganization, 
for the admitted purpose of ascertaining the 
names of the participating stockholders, in 
order that their treatment of such exchange 
in their returns could be checked. The court, 
rejecting the defendant’s contention that Sec- 
tion 3614 applies only when the particular 
taxpayer is known and disclosed, required 
production of the books, saying: “We must 
interpret the statute as it reads, and I am 
convinced that under its terms it is the duty 
of a corporation, where any question arises 
as to the taxability of transfers or exchanges 
of stock, to disclose the names of the ex- 
changing stockholders, so that the question 
of each stockholder’s income may be ad- 
justed and assessed if lawful to do so.” 


It is possible, but doubtful, that the deci- 
sions in Mays v. Davis and Miles v. United 
Founders Corporation represent conflicting 
constructions of the Code provision. It is 
likely that both judges would agree that 
Section 3614 requires some reasonable de- 
gree of identification of the taxpayers under 
investigation, either individually or as a class, 
but that it does not require individual identi- 
fication by name and address. In the former 
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case, the class of taxpayers being investi- 
gated was vaguely identified by the nature 
of the information sought, but such informa- 
tion itself could be obtained only by laborious 
analysis of many wills. In the latter case, 
the class of persons was clearly identified, 
i. e., those stockholders who had exchanged 
stock, and the information sought required 
no critical analysis of numerous documents 
by the corporation. Because of this factual 
difference, the cases appear to be recon- 
cilable in their construction of the statutory 
provision. 


In re Tax Liability of International Corpo- 
ration Company, 4 ustc § 1225, 5 F. Supp. 608, 
611, 612 (DC N. Y., 1934), is an interesting 
case, because of the clear definition by the 
court of the kind of information which a 
taxpayer can be compelled to furnish the 
revenue officials. That case arose during 
the heyday of foreign holding corporations. 
The taxpayer corporation was engaged in the 
business of assisting lawyers in the forma- 
tion of foreign corporations. Its return for 
1931 had been audited and passed by the 
agent. The Commissioner advised the tax- 
payer, in writing, of a second examination, 
but the taxpayer refused to allow the agent 
to examine its books. The agent then served 
demand upon the taxpayer for production of 
“all books, papers, documents and records 
relating in any way to your income tax lia- 
bility for the years 1931 and 1932 and, in 
particular, the names and addresses of all 
persons for whom foreign corporations were 
organized during these years, and the names 
of such corporations.” It was obvious, and 
the taxpayer objected, that the inquiry was 
not directed to its own tax liability, but to 
the disclosure of the names of the lawyers 
for whom it had organized foreign corpo- 
rations. The court said that the power of 
the revenue agent to compel the furnishing 
of the information, not his motive for want- 
ing it, was involved; and that the agent had 
the power to obtain all information bearing 
on the taxpayer’s liability. The court held 
proper the portion of the demand calling for 
all books, etc., “relating in any way: to your 
income tax liability for the years 1931 and 
1932.” It also approved the portion of the 
demand asking for “the names and addresses 
of all persons for whom foreign corporations 
were organized during these years,” because 
such information was proper “in order that 
the correctness of its statements with respect 
to the amount of money received from such 
persons can be verified.” But it ordered 
stricken that portion of the demand calling 
for “the names of such corporations” for 
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the reason that “so far as has been made 
to appear, the particular name of a corpo- 
ration organized by petitioner would seem 
to have nothing whatsoever to do with the 
correctness of the income, or the deductions, 
reported in the returns.” 


In one case it has been held that the in- 
quisitorial powers of the revenue officials 
cannot be exercised to aid the government 
in pending tax litigation. In Pacific Mills v. 
Kenefick, 38-2 ustc $9510, 99 F. (2d) 188 
(CCA-1), after having made an examination 
in 1922 of the taxpayer’s tax liability for 
the years 1918 and 1919, the Commissioner 
in 1937 served written notice on the tax- 
payer of another examination. There was 
no charge by the Bureau of fraud against 
the taxpayer, but, on the contrary, the agent 
in the hearing in the district court admitted 
that the purpose of the examination was to 
obtain evidence of the omission of certain 
taxable items from the returns for 1918 and 
1919 to aid in the defense of a suit brought 
by the taxpayer against the collector for 
refund of taxes for those years. The court 
held that the inquisitorial power of the Com- 
missioner could not be used for such purpose. 


But in Bolich v. Rubel, 67 F. (2d) 894 
(CCA-2, 1933), the court decided that the 
Commissioner had the power to make a sec- 
ond examination of a taxpayer’s books and 
records, notwithstanding an appeal pending 
before the Tax Court. The court thought 
that this power existed because, although 
the Commissioner could not determine any 
additional deficiency for the year in respect 
to which the appeal was pending, the Tax 
Court could increase the deficiency upon 
demand by the Commissioner. 


These last two cases verify the proposition 
of the court in Im re Tax Liability of Inter- 


national Corporation Company that the power, 


‘ instead of the motive, of the Commissioner 
determines the validity of his demand for 
information. In Bolich v. Rubel, his motive 


in making the second examination may have. 


been, and very likely was, to obtain evidence 
to aid his defense against the taxpayer’s 
appeal before the Board of Tax Appeals, 
just as his motive in Pacific Mills v. Kenefick 
was to obtain evidence to aid the defense in 
the refund suit. But such motive did not, 
in the one case, validate, nor did it, in the 
other, invalidate his demand for information. 
The controlling circumstance was that the 
administrative process had not been ex- 
hausted in the former case, whereas in the 


12The court. in this case, relied heavily on 
Section 3631, holding that an examination after 
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latter it had expended itself: in the former, 
the Commissioner had the remaining duty 
and power of suggesting to the Board of 
Tax Appeals an increase in the deficiency 
determination, if the facts warranted such 
action on his part, whereas, in the latter 
case, he had no further administrative duties 
and powers, since he could no longer make 
any assessment and had already acted upon the 
claims for refund. His inquisitorial powers, 
being a phase of the administrative process, 
terminate when that process comes to a close. 


An interesting question that has arisen in 
several cases is whether the inquisitorial 
powers of Bureau officials continue after the 
expiration of the period of limitation upon 
assessment of a tax. Several courts have 
held that such powers are terminated by 
the expiration of the period of limitation 
unless there exists reasonable ground or prob- 
able cause for suspicion of fraud. In re An- 
drews’ Tax Liability, 37-1 ustc J 9199, 18 F. 
Supp. 804 (DC Md.) ; Martin v. Chandis Se- 
curities Company,” 42-2 ustc § 9521, 128 F. 
(2d) 731 (CCA-9); and Zimmerman v. W1l- 
son, 36-1 ustc § 9118, 81 F. (2d) 847 (CCA-3), 
but see second appeal in this case, 39-2 ustc 
q 9540, 105 F. (2d) 583 (CCA-3). In another 
case, the court ordered compliance with the 
agent’s demand notwithstanding the expira- 
tion of the period of limitation, apparently 
on the ground that the petition to the court 
suggested fraud. Jn re Keegan, 37-1 ustTc 
7 9163, 18 F. Supp. 746 (DC N. Y.). There 
is a wide gap between power that is based 
upon a suggestion of fraud and power that 
is based upon a showing of probable cause 
for suspicion of fraud. 


In the United Distillers Products Corporation 
case, the agent demanded information after the 
expiration of the three-year period of limita- 
tion but before the expiration of the five- 
year period that applies when there is omitted 
from the return an amount of gross income 
in excess of twenty-five per cent of the gross 
income reported. The district court sus- 
tained such demand, and the circuit court 
of appeals affirmed the trial court’s ruling, 
with the following comment anent the effect 
of the five-year period of limitation (page 
874): “Obviously, this provision would be 
of no practical effect if the Bureau were 
barred from making the investigation neces- 
sary to ascertain such a misstatement. Nor 
should it be required to prove the grounds 
of its belief prior to examination of the only 
records which provide the ultimate proof. 


the expiration of the limitation period was 
unnecessary. 
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One cannot be sure that this court would 
resolve in the same way the question as to 
whether the fraud of the taxpayer keeps 
alive the inquisitorial powers of the Bureau 
officials after expiration of the period of 
limitation. Any logical distinction between 
the effect of fraud and the effect of the 
omission of gross income in excess of 
twenty-five per cent of the reported gross 
income upon the continuation of such powers 
is hard to see. The inquisitorial powers 
are incidental to some substantive admin- 
istrative power, such as the power to assess 


‘or to collect taxes or to pass upon claims 


for refund. If the survival of the assess- 
ment power depends upon an exception to 
the general statute of limitations, it seems to 
be only reasonable to put upon the Commis- 
sioner the burden of making a showing in 
respect to the existence of such exception, 
before being permitted to exercise the in- 
quisitorial powers that are auxiliary to, and 
for the purpose of carrying out, the assess- 
ment power. At least, there is no logical 
basis for making the requirement of a show- 
ing depend upon how the exception arises. 


There is, however, a practical difference 
between the two situations. Omission of 
more than twenty-five per cent gross income 
extends the normal limitation period for two 
years only. Fraud defeats the bar of the 
statute of limitations forever. Because of 
this difference in consequences and the fur- 
ther fact that the Commissioner has the 
burden of proving fraud, the same court 
might hold that no showing in respect to 
the omission of more than twenty-five per 
cent of gross income is necessary, but that 
a showing of fraud is necessary, before the 
Commissioner’s inquisitorial powers will be 
held to continue in existence beyond the 
normal period of limitation. 


A most important question is how exten- 
sive is the Bureau official’s power in respect 
to the nature and kind of compliance he can 
command. May he take essential records 
from the taxpayer’s or other person’s place 
of business and hold or impound them, or 
must he examine such records with as little 
inconvenience to the taxpayer or other per- 
son as is consistent with the discharge of 
his official duty? 


The United Distillers Products Corporation 
case gives at least a partial answer to these 
questions. There, the revenue agent, after 
two days of hostile bickering between him 
and the taxpayer’s president, gave up the 
attempt to examine its books and records 
at its offices. The agent then served a sum- 
mons upon the taxpayer for the produc- 
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tion of its books and records, and, when the 
taxpayer failed to comply with it, he applied 
to the district court for aid. That court 
entered an order requiring the defendant to 
produce books containing current, as well 
as past, accounts at the agent’s office twenty- 
five miles from the defendant’s place of 
business and to leave them there during 
the period of the examination. The circuit 
court of appeals affirmed this order, saying 
(pages 874-875): 


“The only real question is as to the rea- 
sonableness of the requirement that defend- 
ant leave at the tax office in Hartford, 
twenty-five miles away, its books containing 
its current as well as past accounts for an 
investigation of possibly four months’ dura- 
tion. But under the circumstances shown 
of record, the order was within the power 
of the District Court. The Bureau’s agents 
first went to the defendant’s place of busi- 
ness, and, although provided with cramped 
and inadequate accommodations, attempted 
to carry on the investigation there for almost 
two full days. The court found that defend- 
ant’s employees persisted in interference 
with the agent’s activities; and the records 
show that a general tone of ill-will and re- 
sentment prevailed. ... 


“The case involves essentially a practical 
problem of administration in the light of 
facts and personalities more clearly dis- 
closed to the court which heard the evidence 
than to us. In matters so largely of 
administrative detail, our function should 
only be to correct abuses of discretion and 
power by the trial judge. The record does 
not show a case requiring our interference.” 


This case suggests the practical rule 
that the kind of action that the Commis- 
sioner may compel is not defined by fixed 
limits but by the elastic limitation that he 
may compel whatever is reasonably neces- 
sary to enable him to discharge his ad- 
ministrative duties. Under this rule, an 
arbitrary demand by the Commissioner will 
not be sanctioned, but his demand will not 
be deemed arbitrary, even though it works a 
hardship upon the taxpayer or other person 
against whom it is directed, if it is shaped 
by the conduct of the taxpayer or such other 
person, and is clearly not more extensive 
than necessary. 


A final question to be considered under 
the present heading is who has standing to 
object to a demand by a Bureau official that 
exceeds his power. May the taxpayer object 
under all circumstances? May a third party 
upon whom the demand is made object? 
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If the unlawful demand is made upon the 
taxpayer himself, he has a right of objec- 
tion that will be recognized by the courts. 
But if the demand is made upon another 
party, the rule seems to be that the taxpayer 
under investigation has no legally valid ob- 
jection notwithstanding that he is the one 
who may be adversely affected in the long 
run. The taxpayer has no right, even under 
the unreasonable-search-and-seizure clause 
of the Fourth Amendment to the Constitu- 
tion, to be free from unauthorized investiga- 
tions, except insofar as they relate to his 
own books and records and his own testi- 
mony. Zimmerman v. Wilson (second ap- 
peal) and In re Andrews’ Tax Liability, cited 
previously. 

On the other hand, it has been held that 
the right to object is not personal to the 
taxpayer, but that any person upon whom a 
demand is made under Section 3614 or 3615 
that is beyond the revenue officer’s powers, 
has standing in court to oppose such de- 
mand. Martin v. Chandis Securities Com- 
pany and First National Bank of Mobile v. 
U.S., cited previously. 


Constitutional Limitations 


The inquisitorial powers of the internal 
revenue officials are subject to the limita- 
tions arising out of the prohibition in the 
Fourth Amendment” against unreasonable 
searches and seizures and the protection 
against self-incrimination found in the 
Fifth Amendment.” Internal Revenue Agent 
v. Sullivan, 1 ustc 975, 287 F. 138 (DC 
N. Y., 1923); and U. S. v. Cooper et al., 288 
F. 604, 611 (DC Ia., 1923). In the former 
case, the taxpayer was summoned to pro- 
duce all records pertaining to his own 


income, and to the incomes of a corpora- 


tion and a partnership for the years 1917 
to 1921. In reply to the agent’s peti- 
tion to the district court for an enforcement 
order, the defendant pleaded the Fourth and 
Fifth Amendments, and alleged that indict- 
ments were pending against him in the Dis- 
trict of Columbia for fraud in the purchase 
from the government and sale of lumber, by 
reason of which the enforcement of the 
agent’s summons for the production of his 
individual and the partnership records would 
constitute an unreasonable search and seiz- 
ure and compulsory self-incrimination. The 
court agreed and refused to compel him to 
produce them. 


In the Cooper case the defendant, in an 
indictment for income tax evasion, peti- 


13 See Appendix. 


tioned for the return of records which he 
alleged the Bureau officials had obtained 
from him by compulsion for the determina- 
tion of his civil tax liability, and had turned 
over to the Department of Justice for use 
in securing his indictment, on the ground 
that the use of such records in the criminal 
prosecution constituted an unreasonable 
search and seizure and self-incrimination. 
The district court held the petition legally 
sufficient to require a return of the defend- 
ant’s own books and records. 


Neither the Fourth nor the Fifth Amend- 
ment protects an individual from the pro- 
duction of records belonging to some other 
individual or person. It only protects an 
individual against production of his own 
personal records and from giving testimony 
against himself. Thus, an officer of a cor- 
poration is not protected by either amend- 
ment from producing the books of his 
corporation, even though he may be in- 
criminated by them; nor is he protected 
from testifying because his testimony may 
incriminate his corporation. Hale v. Henkel, 
201 U. S. 43, 69 (1906); Essgee Company v. 
U. S., 262 U. S. 151 (1923); Zimmerman v. 
Wilson (second appeal), cited previously; 
McMann v. Securities and Exchange Commis- 
sion, 87 F. (2d) 377 (CCA-2, 1937); and In 
re Upham’s Income Tax, 37-1 ustc § 9162, 18 
F. Supp. 737 (DC N. Y.). 


The claim of constitutional immunity from 
producing records must be made promptly, 
for the reason that a voluntary submission 
of his books by an individual to the Bureau 
constitutes a waiver of such immunity. 
Morris v. U. S., 1926 CCH Sranparp Fep- 
ERAL TAx Reports § 7126, 12 F. (2d) 727 
(CCA-9); and Levin v. U. S., 5 F. (2d) 598 
(CCA-9, 1925). 


Whether individuals summoned under 
Section 3614 or 3615 to testify are entitled, 
as a matter of constitutional right, to be 
represented by counsel at the inquiry has 
not been decided. It would seem that the 
taxpayer, who is the subject of a fraud in- 
vestigation, has the constitutional right to 
be represented at hearings by counsel, 
and that this right probably extends to 
the taxpayer himself even when fraud 
has not been suggested. The situation of 
persons other than the taxpayer is more 
doubtful; but in one recent case it was held 
that individuals who were officers, directors 
and stockholders of the taxpayer corpora- 
tion under investigation were entitled, under 
Section 6 (a) of the Administrative Pro- 
cedure Act, 5 USCA Section 1005 (a), to 


14 See Appendix. 
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have counsel present, provided such coun- 


sel was not the same as the taxpayer’s 
counsel. U. S. v. Smith, 50-1 ustc J 9205, 
87 F. Supp. 293 (DC Conn., 1949). 


Enforcement and Penalties 


One of the means by which obedience to 
a statutory command is enforced is a crimi- 
nal sanction in the form of a fine or im- 
prisonment. Another well known to our 
system of law is the injunctive order and 
contempt proceeding for violation of a stat- 
ute. There can be no doubt that the latter 
is the speedier, more flexible and more cer- 
tain of the two. On the whole, it is prob- 
ably the more effective. But the contempt 
power is a phase of judicial power and may 
not be vested in administrative officials; 
therefore, such officials cannot be em- 
powered to enforce their administrative 
rules and orders by means of contempt pro- 
ceedings. The aid of a court is necessary 
for that form of enforcement. 

In the case of the inquisitorial powers of 
the internal revenue officials, Congress has 
provided for both forms of enforcement ma- 
chinery, but there are substantial differ- 
ences in this respect between Sections 3614 
and 3615. 


Neglect to appear and testify or to appear 
and produce books, in compliance with a 
summons issued by a collector under Sec- 
tion 3615, is expressly made a crime, punish- 
able by a fine of not exceeding $1000, or 
imprisonment for not exceeding one year, 
or both (Code Section 3616). On the con- 
trary, the Code does not expressly make 
criminal the neglect or refusal of a person 
to comply with any demand or summons 
issued by the Commissioner under Section 
3614. But the Supreme Court has held that 
an individual who, being summoned under 
that section by the Commissioner to testify, 
wilfully refuses to answer a proper question 
put to him is punishable under Code Sec- 
tion 145, which makes the wilful failure to 
supply any information or keep any records 
required by the Commissioner a crime 
punishable by a fine of not more than 
$10,000, or imprisonment for not more than 
one year, or both. U. S. v. Murdock, 2 ustc 
{ 828, 284 U. S. 141 (1931); see also second 
appeal in this case, 3 ustc J 1194, 290 U. S. 
389 (1933). The Court also held in that 
case that “wilful,” as used in Section 145, 
means with bad intent, instead of inten- 
tionally or knowingly. Thus the failure to 
comply with a demand under Section 3614 
may be a crime under Section 145, but only 
if it is wilful in such sense; whereas any 
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neglect to respond to a collector’s summons 
under Section 3615 is made a crime by Sec- 
tion 3616 without regard to its wilful char- 
acter. 


In addition to such criminal impositions, 
the Code provides for enforcement orders 
by the district court in aid of the revenue 
officials’ inquisitorial powers. Code Sec- 
tion 3633 provides: 


“If any person is summoned under the 
internal revegue laws to appear, to testify, 
or to produce books, papers, or other data, 
the district court of the United States for 
the district in which such person resides 
shall have jurisdiction by appropriate 
process to compel such attendance, testi- 
mony, or production of books, papers, or 
other data.” 


This provision applies to both Section 
3614 and Section 3615. As to Section 3614, 
it is the only provision for enforcement by 
court order of the Commissioner’s demands 
under that section. But it is not the only 
provision for enforcement of a collector’s 
summons under Section 3615 by court order, 
for subsection (e) of that section also pro- 
vides for enforcement by court order. If 
the Commissioner’s demand under Section 
3614 is not complied with, he must first 
apply under Section 3633 to the district 
court for an appropriate order. In the event 
of disobedience to such court order, the 
recalcitrant individual may be punished for 
contempt. On the other hand, if a person 
summoned by a collector under Section 3615 
(a) neglects or refuses to obey such sum- 
mons, he is subject under subsection (e) 
of the section to immediate arrest and pun- 
ishment for contempt: a previous court 
order is not a prerequisite to a contempt 
proceeding, under such subsection. In re 
Wolrich, cited previously, and In re Chad- 
wick, Fed. Cases 2570 (DC Mass., 1870). 


[The End] 


APPENDIX 


Code Section 3614.—“(a) To DETERMINE 
LIABILITY OF THE TAXPAYER.—The Commis- 
sioner, for the purpose of ascertaining the 
correctness of any return or for the purpose 
of making a return where none has been 
‘made, is authorized, by any officer or em- 
ployee of the Bureau of Internal Revenue, 
including the field service, designated by 
him for that purpose, to examine any books, 
papers, records, or memoranda bearing upon 
the matters required to be included in the 
return, and may require the attendance of 
the person rendering the return or of any 
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officer or employee of such person, or the 
attendance of any other person having 
knowledge in the premises, and may take 
his testimony with reference to the matter 
required by law to be included in such re- 
turn, with power to administer oaths to such 
person or persons. 


“(b) To DETERMINE LIABILITY OF A TRANS- 
FEREE.—The Commissioner, for the purpose 
of determining the liability at law or in 
equity of a transferee of the property of 
any person with respect tos any Federal 
taxes imposed upon such person, is hereby 
authorized, by any officer or employee 
of the Bureau of Internal Revenue, 
including the field service, designated by 
him for that purpose, to examine any books, 
papers, records, or memoranda bearing 
upon such liability, and may require the 
attendance of the transferor or transferee, 
or of any officer or employee of such per- 
son, or the attendance of any other person 
having knowledge in the premises, and may 
take his testimony with reference to the 
matter, with power to administer oaths to 
such person or persons.” 


Code Section 3615.—“(a) GENERAL AU- 
THORITY.—It shall be lawful for the collector, 
subject to the provisions of this’ section, to 
summon any person to appear before him 
and produce books at a time and place 
named in the summons, and to give testi- 
mony or answer interrogatories, under oath, 
respecting any objects or income liable to 
tax or the returns thereof. The collector 
may summon any person residing or found 
within the State or Territory in which his 
district lies; and when the person intended 
to be summoned does not reside and can not 
be found within such State or Territory, he 
may enter any collection district where such 
person may be found and there make the 
examination herein authorized. And to this 
end he may there exercise all the authority 
which he might lawfully exercise in the 
district for which he was commissioned. 


“(b) Acts CREATING LIABILITY. — Such 
summons may be issued— 


“(1) REFUSAL OR NEGLECT TO COMPLY WITH 
NOTICE REQUIRING RETURN.—If any person, on 
being notified or required as provided in 
section 3611, shall refuse or neglect to 
render such list or return within the time 
required, or 


“(2) FAILURE TO RENDER RETURN ON TIME. 
—Whenever any person who is required to 
deliver a monthly or other return of objects 
subject to tax fails to do so at the time 
required, or 





“(3) ERRONEOUS, FALSE, OR FRAUDULENT 
RETURN.—Whenever any person who is re- 
quired to deliver a monthly or other return 
of objects subject to tax delivers any re- 
turn which, in the opinion of the collector, 
is erroneous, false, or fraudulent, or contains 
any undervaluation or understatement, or 


“(4) REFUSAL TO PERMIT EXAMINATION OF 
BOOKS.—Whenever any person who is re- 
quired to deliver a monthly or other return 
of objects subject to tax refuses to allow 
any regularly authorized Government of- 
ficer to examine his books. 


“(c) Persons LiaBLeE.— Such summons 
may be issued to— 


“(1) PERSONS MENTIONED IN SUBSECTION 
(b).—Any person mentioned in subsection 


(b), or 


“(2) PERSONS HAVING BOOKS.—Any other 
person having possession, custody, or care 
of books of account containing entries relat- 
ing to the business of any person mentioned 
in subsection (b), or 


“(3) OTHER PERSONS.—Any other person 
the collector may deem proper. 


“(d) Service—Such summons shall in 
all cases be served by a deputy collector of 
the district where the person to whom it 
is directed may be found, by an attested 
copy delivered to such person in hand, or 
left at his last and usual place of abode, 
allowing such person one day for each 
twenty-five miles he may be required to 
travel, computed from the place of service 
to the place of examination; and the cer- 
tificate of service signed by such deputy 
shall be evidence of the facts it states on 
the hearing of an application for an attach- 
ment. When the summons requires the 
production of books, it shall be sufficient if 
such books are described with reasonable 
certainty. 


“(e) ENFORCEMENT.—Whenever any per- 
son summoned under this section neglects 
or refuses to obey such summons, or to 
give testimony, or to answer interrogatories 
as required, the collector may apply to the 
judge of the district court or to a United 
States commissioner for the district within 
which the person so summoned resides for 
an attachment against him as for a con- 
tempt. It shall be the duty of the judge 
or commissioner to hear the application, 
and, if satisfactory proof is made, to issue 
an attachment, directed to some proper of- 
ficer, for the arrest of such person, and upon 
his being brought before him to proceed to 
a hearing of the case; and upon such hear- 
ing the judge or the United States commis- 
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sioner shall have power to make such order 
as he shall deem proper not inconsistent 
with the law for the punishment of con- 
tempts, to enforce obedience to the require- 
ments of the summons and to punish such 
person for his default or disobedience.” 


Fourth Amendment to’ Constitution.— 
“The right of the people to be secure in 
their persons, houses, papers, and effects, 
against unreasonable searches and seizures, 
shall not be violated, and no warrants shall 
issue, but upon probable cause, supported 
by oath or affirmation, and particularly de- 
scribing the place to be searched, and the 
persons or things to be seized.” 


Fifth Amendment to Constitution.—‘No 
person shall be held to answer for a capital, 
or otherwise infamous crime, unless on a 
presentment or indictment of a Grand Jury, 
except in cases arising in the land or naval 
forces, or in the militia, when in actual serv- 
ice in time of war or public danger; nor 
shall any person be subject for the same 
offence to be twice put in jeopardy of life 
or limb; nor shall he be compelled in any 
criminal case to be a witness against him- 
self, nor be deprived of life, liberty, or 
property, without due process of law; nor 
shall private property be taken for public 
use, without just compensation.” 





Interest on Tax Deficiencies 


and Refunds 


By LEONARD S. SCHMITZ 


Attorney, McDermott, Will and beseies 
Chicago, Illinois 


N THE ORDINARY CASE the ascer- 

tainment of correct interest on federal 
tax deficiencies and overassessments pre- 
sents no serious problems, and it is only 
the exceptions to the general rules provided 
in the Internal Revenue Code that present 
difficulties. Interest on deficiencies is pro- 
vided for in Code Section 292 (a). The 
interest is assessed at the same time as the 
deficiency and is collected as a part of the 
tax. The interest is computed at the rate 
of six per cent pér annum. The beginning 
date for the computation is the date on 
which the tax was due, and the ending 
date is the date the deficiency is assessed. 
In case the taxpayer has signed a waiver 
consenting to the deficiency, interest ceases 
thirty days after the date of filing of the waiver 
unless sooner terminated by assessment. 
The beginning date for interest on the 
whole deficiency is the due date of the first 
installment, even though the tax was paid 
in quarterly installments. 


Interest on overassessments is provided 
for in Code Section 3771. The rate is six 
per cent per annum, the same as on de- 
ficiencies. The proposal to reduce the rate 
of interest allowable on overassessments 


Third Annual Tax Conference 


from six per cent per annum to three per 
cent was not included in the changes in 
the Revenue Act of 1950. Interest begins 
to run from the date of the overpayment. 
If the tax was paid in quarterly install- 
ments, the last payment is considered as 
the overpayment. If the overpayment ex- 
ceeds the last installment, the third install- 
ment is used. The ending date in the 
computation, in the case of a cash refund, is 
a date to be determined by the Commis- 
sioner, which, however, may not be more 
than thirty days preceding the date of the 
refund check. In the case of a credit of 
the overpayment, which means the applica- 
tion of the overpayment to a deficiency in 
some other year or in some other tax, the 
ending date in the interest computation is 
the due date of the amount against which 
the credit is taken. This means that if the 
1948 tax was overpaid on March 15, 1949, 
and the 1949 tax was underpaid, one year’s 
interest would be allowed on the overpay- 
ment. If the overpayment in 1948 tax is 
applied against an additional assessment for 
1947, the ending date for the interest 
computation is the date of the assessment 
of the 1947 deficiency. Interest is charged on 
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the 1947 deficiency from the due date of 
the 1947 return to the date of assessment 
or thirty days after the filing of a waiver, 
whichever is earlier. Interest is allowed on 
the 1948 overpayment from the due date 
of the last quarterly installment, assuming 
that the overpayment does not exceed this 
installment, to the date of the assessment 
of the 1947 deficiency. Apparently the Bu- 
reau policy in the case of a waiver is to 
stop interest on both the credit and the 
deficiency on the thirtieth day after filing 
the waiver. The taxpayer is deprived of 
interest on the overpayment from that date 
to the date of the assessment of the de- 
ficiency in cases where the deficiency is not 
assessed within the thirty-day period. 


The principal amount on which the inter- 
est is computed is the difference between 
the total payments and the total assess- 
ments and may be either deficiency in tax 
or overpayment of tax. Each year and 
each tax, whether income tax (both normal 
and surtax computed together), declared 
value excess profits tax or excess profits 
tax, is treated as a separate unit on which 
interest is computed. 


The Bureau figures interest at one half 
of one per cent per month and considers 
all months the same, regardless of the ac- 
tual number of days. However, in the last 
month the actual days are counted, and the 
rate per day is .00016438356. Therefore, if 
a tax was due on March 15, 1945, and it 
was assessed on April 16, 1943, you add .06 
for the full year, .005 for the month and 
.00016 for the day, making a total interest 
factor of .06516. The amount of the de- 
ficiency multiplied by this factor results 
in the correct interest. 


These rules provide for interest to the 
date of assessment. Interest does not stop* 
with that date, however, if the tax is not 
promptly paid on notice and demand from 
the collector (ten days are allowed). Sec- 
tion 294 (b) authorizes continuance of in- 
terest on the assessment at the rate of six 
per cent per annum from the date of the 
collector’s notice and demand for payment. 
Interest on interest is computed after de- 
mand for payment. 


Taxpayers can pay anticipated deficiencies 
of taxes before demand for payment is 
made. Each collector’s office maintains a 
deposit account into which payments may 
be made before assessment. A payment 


into this account will stop the running of 
This procedure is made available 
for cases where deficiency assessments are 
in prospect but which taxpayers wish to 
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interest. 


contest. Without consenting to the pro- 
priety of the assessment, the running of the 
interest can be effectively stopped. If the 
proposed assessment in anticipation of which 
the suspense account payment was made 
never materializes or is reduced, the anti- 
cipatory payment or the excess will be re- 
funded. The practice of the Treasury 
Department has been not to permit interest 
in most cases on such payments, which 
practice is supported by the decision in 
Bernardine Murphy, et al., Trustees v. U. S., 
48-2 ustc J 10,629 (DC Calif., 1948). There 
is also a Controller General’s opinion (C. 
G. O. B-28367) to the effect that where the 
payment when made did not represent a tax 
then due and where it is finally determined 
that no tax whatever was due, such over- 
payment is not an “overpayment in respect 
to any internal revenue tax” as provided in 
Code Section 3771 (a), and no interest is 
allowed. The Current Tax Payment Act of 
1943 added section 3770 (c) to the Code. 
This section reads: 


“An amount paid as tax shall not be 
considered not to constitute an overpay- 
ment solely by reason of the fact that there 
was no tax liability in respect of which such 
amount was paid.” 


In Hanley v. U. S., 63 F. Supp. 73 (Ct. 
Cls., November 5, 1945), involving a suit 
for refund of an anticipatory payment of 
estate tax, the government stipulated and 
the court held that the plaintiff was entitled 
to interest on the overpayment which had 
been refunded without interest. The stipu- 
lation was based on the Current Tax Pay- 
ment Act of 1943. 


The Commissioner has issued no regula- 
tions of any consequence relating to interest 
matters and generally his method of com- 
putation of interest is a complete mystery 
because a certificate of assessment shows 
the amount of the overassessment and 
the interest in total. It does not show the 
method of computing interest. Also, the 
notice and demand for payment of a de- 
ficiency shows tax and interest totals only. 
Further complication is caused by the fact 
that usually several years of taxes are in- 
volved. Where the net result is an over- 
assessment, the practice is to reduce the 
principal amount of the overassessment by 
both the principal amount and _ interest 
amount of the deficiency. A certificate of 
overassessment will allow interest only to 
the assessment date of the deficiency on 
the portion of the overassessment applied 
to the payment of the deficiency and the 
interest thereon. Interest on the remaining 
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portion of the overassessment is computed 
to a date within thirty days of the refund. 
Actually, therefore, the one figure of inter- 
est shown on the certificate of overassess- 
ment is the result of the addition of two 
separate computations involving different 
amounts for different periods. Similarly, 
where the net result is a deficiency, the 
practice is confusing. Deficiencies and de- 
ficiency interest are added together and the 
overassessments subtracted. Demand is 
made for the balance with no credit for 
interest on the overassessment. Later, the 
taxpayer receives a separate check for in- 
terest on the overassessment. 


Not much clarification of interest matters 
can be garnered from the court decisions. 
The lack of judicial interpretation is due 
in part to the fact that the Tax Court does 
not have jurisdiction of interest, and its 
decisions do not cover the right to interest 
on deficiencies or overassessments. (Estate 
of Genevieve MacCaulay, CCH Dec. 13,754, 
STC 350. 


Verification of interest on overassess- 
ments and deficiencies, therefore, is trouble- 
some. It would be greatly alleviated if the 
Bureau’s practice were changed so that tax- 
payers could be supplied with the full details 
of the interest computations. 


There are a number of special cases in 
the Code where the foregoing general rules 
do not govern and special rules are sub- 
stituted. 


Carry-Backs 


One of these relates to interest on carry- 
backs of operating losses and unused excess 
profits tax credits. Section 3771 (e) pro- 
vides that interest is allowed on a refund 
due to a carry-back only from the date 
claim is filed therefor or a petition there- 
for is filed in the Tax Court. If the tax- 
payer makes application on Form 1139 for 
a quick refund, no interest is allowable for 
the ninety-day period beginning with the 
date on which the application is filed and 
for any period before the first day of the 
month immediately following the month in 
which the return for the year in which the 
carry-back arises is required to be filed or 
before the date on which the return is filed, 
whichever is later. 

These rules give rise to complications in 
practice. As is usually the case, adjust- 
ments other than the carry-back are in- 
volved on the examination of the return for 
the year to which the operating loss is 
carried back. Suppose that a corporation’s 
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tax return for the year 1946 discloses a tax 
of $50,000. Thereafter the return is audited, 
and the examining agent proposes an addi- 
tional tax deficiency of $25,000 which is 
assessed and paid, together with $1,000 of 
interest thereon. Assume that this audit 
was made in 1947, and that the assessment 
was made and paid on November 15, 1947. 
Thereafter, in 1948, the corporation sus- 
tained a net operating loss which consti- 
tuted a carry-back to the year 1946 in the 
amount of $50,000. A claim for refund 
based on the carry-back was filed March 
15, 1949, and was subsequently allowed by 
the Commissioner. The carry-back has 
wiped out the previous deficiency of $25,000 
and also $25,000 of the original tax pay- 
ment. Section 3771 (e) provides that the 
taxpayer is to receive interest from the 
date of the claim for the carry-back, which 
was March 15, 1949. Will the corporation 
taxpayer receive back the interest of $1,000 
paid upon the deficiency of $25,000? It 
will not. In Seeley Tube & Box Company 
v. Manning, 50-1 ustc §-9163, 338 U. S. 561, 
taxpayer filed a return and paid a tax for 
the fiscal period from January 1, 1941, to 
September 30, 1941. On August 2, 1943, 
the Commissioner assessed a deficiency re- 
lating to this period with interest from the 
date the tax was properly due to the assess- 
ment date. On March 3, 1944, taxpayer 
filed a return for the fiscal period from 
October 1, 1942, to September 30, 1943, 
disclosing a net operating loss which when 
carried was sufficient to abate the taxpay- 
er’s complete liability for 1941. Taxpayer 
filed claim for a refund of the portion of 
the 1941 tax which it had paid on filing of 
the return and for abatement of the as- 
sessed deficiency. The Commissioner abated 
the deficiency but refused to return all of 
the tax which had been paid, retaining an 
amount equal to the interest which had been 
assessed on the deficiency. Suit was brought 
against the collector for the interest. 


The Supreme Court held that the collec- 
tor properly withheld the amount of the 
interest. The court reasoned that the sub- 
sequent abatement of the tax does not au- 
thorize the taxpayer to have the benefits of 
the tax monies for the intervening period. 
The taxpayer had a positive obligation to 
pay its tax when due, and the carry-back 
provisions cannot be interpreted as defer- 
ring or delaying the prompt payment of 
taxes. The court said that to sustain the 
taxpayer’s contention would be to place a 
premium on failure to diligently conform 
with the law. 
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This case involved an actual deficiency 
which was duly assessed. A somewhat dif- 
ferent result might be expected in the ab- 
sence of the assessment of the deficiency. 
For example, assume that there was a long 
delay in auditing the 1941 return, as is 
often the case, and that the net operating 
loss for 1943 arose and was claimed before 
the assertion of any deficiency for the year 
1941. Using another example, suppose the 
tax paid on a return for the year 1941 was 
$35,000. An operating loss for the year 1943 
in an amount sufficient to produce a tax 
refund of $25,000 was sustained and duly 
claimed as a carry-back to 1941 at the time 
of filing the 1943 return on March 15, 1944. 
Thereafter, on audit of the 1941 return, the 
Bureau proposes a deficiency in tax of 
$10,000 by reason of adjustments which the 
taxpayer does not contest. The net result 
of the deficiency on standard issues of 
$10,000 and the operating loss carry-back 
in the amount of $25,000 is a $15,000 over- 
assessment. The Commissioner’s practice 
in this case is to charge interest on the 
$10,000 deficiency from the due date of the 
1941 return, March 15, 1942, to March 15, 
1944, the date of filing of the 1943 return 
which was the return establishing the right to 
the operating loss carry-back. The Commis- 
sioner allows interest on the net overassess- 
ment of $15,000 from March 15, 1944 (date 
of claim therefor) to a date within thirty 
days of issuance of the refund check. The 
$10,000 of tax in this case arising from the 
standard-issues adjustment is called a 
“potential deficiency.” It is an underpay- 
ment that is never assessed, but which is 
wiped out by a carry-back. Although the 
Code makes no reference to potential de- 
ficiencies and no cases have been found 


which recognize them, the practice of the - 


-Commissioner is to treat the situation ex- 
actly as though a deficiency in the amount 
of $10,000 had been assessed prior to the 
operating loss carry-back and to charge 
interest thereon. 


Interest is allowed on deficiencies under 
Code Section 292 (a). There must be an 
assessment of a deficiency to support the 
interest charge. The taxpayer can consent 
to the assessment by filing a waiver cover- 
ing the deficiency. However, an assessment 
is believed to be essential to support a 
charge for interest under Section 292 (a). 
In the last situation there was no actual 
assessment of the $10,000 underpayment, 
yet interest was charged. The Commission- 
er’s position is reported to be based on the 
interpretation of the legislative history of 
Section 3771 (e) that Congress intended 


that all taxpayers should be placed on an 
equal footing in this respect. The Supreme 
Court expressly stated in the Seeley Tube 
case, however, that it was not passing on 
the question as to whether the language 
of the Code required a different result when 
the loss was claimed before an attempted 
assessment of deficiency and confined its 
holding to the situation where the deficiency 
and interest had been validly assessed prior 
to the time the operating loss is claimed. 


A year or two before the Supreme Court 
decision in the Seeley Tube case, the Dis- 
trict Court of Minnnesota reached the same 
conclusion on similar facts in Brandtjen & 
Kluge, Inc. v. U. S., 48-1 ustc $9311. In 
that case the taxpayer predicated its argu- 
ment on Section 322 (a). It argued that 
the word “overassessment” includes inter- 
est paid on the deficiency. Section 322 (a) 
provides: 


“Where there has been an overassessment 
of any tax imposed by this chapter, the 
amount of such overpayment shall be cred- 
ited against any income, war-profits, or 
excess-profits tax or installment thereof 
then due from the taxpayer, and any bal- 
ance shall be refunded immediately to the 
taxpayer.” 


The court recognized the lack of logic in 
refunding the deficiency but not the interest 
thereon, but stated that it was unable to 
find any statutory authority to support the 
taxpayer’s position. In this situation, the 
assessment of the deficiency preceded the 
arising of the carry-back loss, and the defi- 
ciency assessment could not be considered 
as an illegal assessment. Where the assess- 
ment can be shown to be illegal in the first 
instance, a subsequent refund carries with 
it the refund of the interest paid. This is 
not true, however, in the carry-back cases. 


However, as indicated before, it would 
seem that an entirely different situation is 
presented where there has been no assess- 
ment of the deficiency which is later elimi- 
nated by the carry-back loss. This is the 
potential-deficiency situation. The courts 
may reach a different conclusion in this 
case and as a precaution taxpayers should 
file refund claims for interest. 


The Murphy case, above, however, holds 
that no claim for interest is necessary, that 
the general six-year period of limitations 
is applicable and that the period of limita- 
tions begins to run from the time the claim 
for interest was disallowed, which is the 
time when the refund of principal is made 
without interest. The six-year statute re- 
ferred to is 28 USCA Paragraph 2401 (a): 
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“Every civil action commenced against 
the United States shall be barred unless the 
cause is filed within six years after the right 
of action first accrues. The action of any 
person under legal disability or beyond the 
seas at the time the claim accrued may be 
commenced within three years after the dis- 
ability ceases.” 


Section 722 


A somewhat analogous situation arises in 
connection with Section 722 refunds. Sec- 
tions 3771 (g) and 292 (b) provide that no 
interest is to be allowed on an overassess- 
ment or assessed on a deficiency arising 
out of Section 722 relief granted for the 
years 1940 or 1941. For later years, interest 
runs from September 15, 1945, or from one 
year from the filing of the Section 722 
relief application, whichever is later. 


The Treasury Bulletin on Section 722 
contains numerous examples of the appli- 
cation of these interest sections. It is the 
Commissioner’s position based on the theory 
that the government is entitled to the use 
of the money, that interest on deficiencies 
or potential deficiencies eliminated by Sec- 
tion 722, bears interest from the date of the 
return. An illustration of the interpreta- 
tion is as follows: Assume for the calendar 
year 1942 the taxpayer’s excess profits tax 
credit was increased $100,000 as a result of 
the application of Section 722 relief. Other 
adjustments are made which increase excess 
profits net income $50,000. The year 1942 
was a ninety-per cent tax year, disregard- 
ing the postwar refund for present pur- 
poses. Therefore, the increase in excess 
profits credit of $100,000 results in a de- 
crease in excess profits tax of $90,000. 
Under Section 3771 (g) the taxpayer is 
entitled to interest on $90,000 from Sep- 
tember 15, 1945, or one year after filing its 
relief application, whichever was later. The 
standard-issue adjustments, which increase 
net income subject to excess profits tax in 
the amount of $50,000, produce an excess 
profits tax deficiency of $45,000, disregard- 
ing the postwar refund. 


The practice is to assess interest on the 
$45,000 due to the standard-issue adjust- 
ment from the due date of the return to 
September 15, 1945, and to allow interest 
on the net overassessment of $45,000 from 
that date forward. The correct practice 
would seem to be to allow interest on the 
net overassessment but not to charge inter- 
est on the potential deficiency. 
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The income tax for 1942 will be increased 
$40,000 which is forty per cent of the in- 
crease in excess profits tax credit. Under 
Section 292 (b) no interest is charged on 
this deficiency for any period during which 
interest is not provided on the Section 722 
overassessment of excess profits tax under 
Section 3771 (g). It is to be noted, how- 
ever, that the standard-issue deficiency of 
$50,000 mentioned before had the effect of 
increasing excess profits tax, and no part 
of this $40,000 deficiency in income tax is 
due to non-Section 722 issues. 


Returning again to the excess profits tax, 
there is no specific provision in the Code 
which authorizes the assessment of interest 
on the potential deficiency of $45,000 due 
to the standard-issue adjustments. The 
fact that Section 3771 (g) limits interest 
on the Section 722 overassessment to Sep- 
tember 15, 1945, cannot mean that interest 
should be charged up to that date on the 
standard-issue deficiency. It would seem 
that the Commissioner’s position is even 
more doubtful in connection with potential 
deficiencies wiped out under Section 722 
than it is in the case of potential deficien- 
cies wiped out by carry-backs. In the case 
of carry-backs, the facts giving rise to the 
tax abatement do not exist until the operat- 
ing loss occurs in a later year. However, 
under Section 722 the facts giving rise to 
the increase in excess profits tax credit 
were in existence during the tax year. 


Section 722 (d) requires the taxpayer to 
pay its tax in full and apply for relief. 
Section 722 does not excuse one from pay- 
ing the full excess profits tax when due. 
Accordingly, Section 722 has a delayed 
action. 


However, the Section 722 Bulletin giving 
rise to the theory of the potential deficiency 
is still not convincing. There does not appear 
to be any statutory authority for assessing 
interest on potential deficiencies wiped out 
by Section 722 relief. Section 292 (c) does 
not authorize interest on the standard-issue 
underpayment in the illustration given be- 
cause all of the income tax deficiency was 
the result of increasing the credit under 
Section 722. Section 292 (a) does not au- 
thorize interest on a potential deficiency. 
The meaning of Section 3771 (g) seems to 
be to limit interest on the Section 722 over- 
assessment. Although Section 3771 (g) 
speaks of “any part of an overassessment 
due to Section 722 relief,” the standard 
issue underpayment operated to reduce the 
Section 722 overassessment. It did not 
cause a deficiency on which interest can 
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be assessed. 
assessment. 


It merely reduced an over- 


Where there has been an assessment of 
a deficiency before Section 722 relief has 
been granted, which is paid together with 
interest, the Seeley Tube decision might be 
invoked to sustain the proposition that in- 
terest is not to be refunded. However, 
to deny the refund of the interest in a 
Section 722 situation encourages dilatory 
investigation of claims. It does not “put 
a premium on lack of diligence by the tax- 
payer” as in the Seeley Tube situation. The 
facts entitling the taxpayer to relief were 
known at the time the standard-issue de- 
ficiency was assessed, and in fairness to 
the taxpayer it should not be charged inter- 
est on the standard-issue deficiency during 
the period the Commissioner is considering 
Section 722 relief. 

Consideration should be given to filing 
of protective claims for interest in these 
situations also. 


Section 710 (a) (5) provides for defer- 
ment for thirty-three per cent of the amount 
of the reduction under Section 722 under 
certain circumstances. In Puget Sound Pulp 
& Timber Company v. Squires, 50-1 ustc 
7 5946, 181 F. (2d) 745, the taxpayer cor- 
poration at the time of filing its return for 
the year 1942 deferred thirty-three per cent 
of the claimed relief under Section 722. 
Thereafter the Commissioner determined 
that the taxpayer was not entitled to relief, 
and the Commissioner assessed as addi- 
tional excess profits tax the thirty-three 
per cent deferred under Section 701 (a) (5), 
together with interest from the date pre- 
scribed for payment of the tax, March 15, 
1943. The taxpayer paid the assessment, 
together with interest, and filed a claim 


for refund of the interest. Claim was re-~ 


‘ jected and suit was brought against the 
cdllector. The district court held that the 
date prescribed for payment of the thirty- 
three per cent deferred amount was the date 
of the collector’s notice and demand for 
payment, and entered judgment for the in- 
terest in favor of the taxpayer. The Circuit 
Court of Appeals reversed this decision, 
holding that Section 292 (a) provides for 
interest on deficiencies from the date pre- 
scribed for payment of the tax and that 
this language is not changed by the tax- 
payer’s decision to defer part of the tax 
pending determination of its Section 722 
claim. The court pointed out that it is too 
easy for taxpayers to claim maximum relief 
under Section 722 and take the fullest ad- 
vantage possible of the thirty-three per cent 
deferment provision, thereby deferring pay- 


ment of a substantial part of their tax with- 
out respect to the merits of their relief 
applications. This decision seems sound 
under Section 292 (a). It does not involve 
potential deficiencies. 


Bankruptcy Cases 


In City of New York v. Saper, 49-1 ustc 
1 9198, 336 U. S. 328, a bankruptcy pro- 
ceeding, the court stated that prior to the 
enactment of the Chandler Act, the bank- 
ruptcy act then in effect gave tax claims 
absolute priority, and interest was allowed 
on them until payment. However, the court 
félt that the Chandler Act completed the 
subordination of tax claims to other priority 
claims and required that they be proved up 
as other claims. The court held that under 
the Chandler Act taxes were treated like 
any other debts for all purposes, and that 
the rule denying postbankruptcy interest 
which has been applied to all other claims 
for many years was applicable to tax claims, 
Accordingly, it is now established that in- 
terest ceases on tax claims upon filing of a 
petition in bankruptcy. The Chandler Act, 
in addition to straight insolvency, covers 
reorganizations and arrangements, and it 
will be of interest to see whether the Saper 
case is extended to other Chandler Act 
proceedings. The underlying principle gov- 
erning the denial of interest on creditors’ 
claims after the debtor has come under the 
jurisdiction of the court may influence this 
decision. The principle is founded on the 
theory that since the power of the debtor 
to pay his contractual obligations is sus- 
pended by law, the exaction of interest is 
prohibited because it would be in the nature 
of a penalty imposed on the debtor by the 
delay necessitated by law to enable the 
court to preserve the estate to the benefit 
of all interests involved. Such equitable 
considerations may be applicable whether 
the proceeding is an equity receivership, a 
bankruptcy or one of the related proceed- 
ings under the Chandler Act. 


There are a few other exceptions to the 
general rules which deserve passing men- 
tion. 


In the case of extensions of time for pay- 
ment of taxes by corporations expecting 
carry-backs, interest is collected on so much 
of the amount as is satisfied by the carry- 
back credit at the rate of three per cent 
per annum and on any portion not satisfied 
by the carry-back at the rate of six per cent. 
The usual rule that interest runs from the 
due date of the return, which ignores the 
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privilege of paying the tax quarterly, is not 
applied here, and interest runs from the due 
dates of the four equal installments. 


Under the seven-year statute of limita- 
tions relating to bad debts and worthless 
securit¥ write-offs, no interest is allowed 
during the period from the expiration of the 
regular period to six months after filing of 
the claim. (Code Section 3771 (d).) 


The Soldiers and Sailors Civil Relief 
Act of 1940 is still in force. Section 513 
of this act provides for deferment of income 
tax payments for a period extending not 


more than six months after the termination 
of the period of military service if ability 
to pay the tax is materially impaired by 
military service, and no interest accrues dur- 
ing the period of deferment. 


Section 322 (c) provides that withholding 
payments and payments of estimated tax 
shall be deemed to have been paid at the 
regular time for filing of the return, and 
interest on overpayments runs from the 
later date. There is no provision for interest 
on unpaid installments of estimated tax. 


[The End] 





Unusual Accounting Questions 


By JULIAN O. PHELPS 


Certified Public Accountant, 
Lybrand, Ross Bros. & Montgomery, Chicago 


DISCUSSION of the use of accepted 
+% accounting principles in reporting in- 
come on the accrual basis can be approached 
by asking four questions: (1) What con- 
stitutes taxable income? (2) What is the 
accountant’s concept of income? (3) How 
do the two concepts differ? (4) What is 
the practical result of the differences ? 


The starting point is usually the classic 
definition of income given by the Supreme 
Court in 1920 in Eisner v. Macomber, 1 ustc 
722, doe U. 5S. 108: “. the gain derived 
from capital, from labor, or from both com- 
bined, provided it be understood to include 
profit gained through a sale or conversion 
of capital assets. . . .” 


There can be little quarrel with this de- 
finition. However, it was too general for 
the solution of many problems and the 
courts found it necessary to say a good deal 
more on the subject. For instance, in Lucas 
v. American Code Company, 2 ustc J 483, 
280 U. S. 445, the deductibility of a con- 
tested liability for breach of contract, which 
was later paid, was being considered. In 
disallowing the item prior to settlement the 
Court said: “The prudent business man 
often sets up reserves to cover contingent 
liabilities. But they are not allowable as 
deductions.” 
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This finding, rightly or wrongly, has 
become an authority for disallowing re- 
serves as deductions. 


Further amplification came in Security 
Flour Mills v. Commissioner, 44-1 ustc { 9219, 
321 U. S. 281. There the Supreme Court 
found that income or outgo, on the accrual 
basis, is to be allocated to “the year in which 
the right to receive, or the obligation to pay, 
has become final and definite in amount.” 


Accountant’s Concept of Income.—For 
corporate accounting purposes, as distin- 
guished from tax accounting, it is customary 
to report as income an amount determined 
“in conformity with generally accepted ac- 
counting principles applied on a basis con- 
sistent with that of the preceding year.” 
For this purpose income is reported only 
after realization in terms of cash or its sub- 
stantial equivalent, and provision is made 
not only for realized but also for probable 
costs, expenses and losses. Expenditures 
which result in clear benefits to future 
periods are deferred to be charged against 
those periods. 


The goal of the accountant is to obtain a 
reasonable presentation of the results ob- 
tained from the year’s operations. Possibly 
it is similar to what Justice Holmes had in 
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mind in his dissenting opinion in Eisner v. 
Macomber: “I think that the word ‘incomes’ 
in the Sixteenth Amendment should be read 
in a sense most obvious to the common un- 
derstanding at the time of its adoption.” 


The accountants believe that income as 
they determine it is the result of the appli- 
cation of common sense to the facts which 
they find. Happily they have been able to 
develop their concept with relatively little 
interference from regulatory bodies, at least 
for industrial and commercial concerns. 
They have been free to modify their concept 
when experience showed that a change was 
in order. Justice Holmes’s comment in 
Towne v. Eisner, 1 ustc 9 14, 245 U. S. 418, 
on the meaning of “income” is pertinent: 
“A word ... is the skin of a living thought 
and may vary greatly in color and content 
according to the circumstances and the time 
in which it is used.” 


Difference Between Two Concepts of In- 
come.—A fundamental question under any 
concept of the accrual method of account- 
ing is: When do income and expenses accrue? 
The differences between tax accounting and 
corporate accounting relate mainly to this 
question. 


It seems absurd that several years’ rent 
received in advance must be immediately 
reported as taxable income, even though the 
owner expects to pay out in subsequent 
years substantial amounts for property taxes 
and repairs. If experience shows cash dis- 
counts will be taken by practically all cus- 
tomers, the taxpayer cannot understand 
why he may not deduct in the current year 
the discount applicable to the accounts un- 
paid at the year’s end. If he gives a war- 
ranty with his product, he knows from 
_ experience approximately what his cost will 
be to make good on the warranty. But the 
Treasury and the courts do not recognize 
his position on these matters. Yet, strangely 
enough, for at least thirty years taxpayers 
issuing cigar coupons have been permitted 
to estimate and deduct their redemption lia- 
bility. Other oddities have appeared, as 
when the Tax Court ruled that an increase 
in capital stock tax accrued in a year ended 
nine months before the law imposing the 
increase was enacted (Veeder-Root, Inc., 
CCH Dec. 16,628, 11 TC 602). 


The difficulties in this field go back to 
the corporation excise tax of 1909. Over the 
protests of accountants, the law was framed 
to base the tax on cash receipts and dis- 
bursements with no provision for the use of 
the accrual basis. The law was soon found 





to be unworkable and Regulations were 
made permitting assessment of tax on the 
accrual basis. This situation was repeated 
in the first income tax in 1913. 


Finally a legal door to the accrual basis 
was opened in the Revenue Act of 1916. 
Section 13 (d) provided: 


“A corporation keeping accounts 
upon any basis other than that of actual 
receipts and disbursements, unless such 
other basis does not clearly reflect its in- 
come, may, subject to regulations made by 
the Commissioner make its return 
upon the basis upon which its accounts are 
kept.” 


About that time the Commissioner called 
in a group of businessmen, an economist, 
lawyers and an accountant, to help him with 
problems arising under the war taxes. Asa 
result, Regulations 33 under the 1917 act 
included the provision that “corporations 
keeping their accounts . . . in accord with 
approved standard accounting practices con- 
sistently followed from year to year, will 
be permitted to make their returns of annual 
net income on the basis of the accounts so 
kept, provided such system of accounting 
clearly and correctly reflects the net income 
of each year.” 


All this made good sense to the Supreme 
Court. In U. S. v. Anderson, 1 ustc ¥ 155, 
269 U. S. 422, there appears the following 
comment on Section 13 (d) of the 1916 act: 


“The purpose of Section 13 (d) was to 
enable taxpayers to keep their books and 
make their returns according to scientific 
accounting principles, by charging against 
income earned during the taxable period, the 
expenses incurred in and properly attribu- 
table to the process of earning income dur- 
ing that period.” 


The subsequent tax laws have contained 
provisions permitting the reporting of in- 
come and deductions in accordance with the 
method used in keeping the taxpayer’s 
books. Still, any flexibility in the law has 
been steadily diminishing through Treasury 
interpretation and judicial pronouncements. 
The Security Flour Mills decision appears to 
hold that the accrual basis of tax accounting 
takes into account only “matured accounts 
due on the one hand, and accrued 
definite obligations on the other.” 


We find that where income is collected, 
but the recipient’s right to it is disputed, 
it must be taxed at once. But if the tax- 
payer disputes his liability to pay a bill, he 
may take a deduction only when the dispute 
is settled. 
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He can be taxed without receiving any- 
thing. An insurance company made a bid 
at the foreclosure of a mortgage owned by 
it. It was the only bidder and its bid was 
for the sum of the principal and accrued 
interest. The property was worth less than 
the principal amount. The Supreme Court 
ruled that the insurance company had to 
pay a tax on the interest. Justice Brandeis 
said in his opinion that “income may be 
realized upon a change in the nature of 
legal rights held, though the particular tax- 
payer has enjoyed no addition to his eco- 
nomic worth.” Justice McReynolds, the 
lone dissenter, pointed out that a company 
which collected much interest of that type 
would soon be bankrupt. He concluded, 
“Divorced from reality, taxation becomes 
sheer oppression.” (Helvering v. Midland 
Mutual Life Insurance Company, 37-1 ustc 
7 9114, 300 U. S. 216). 


In Renwick v. U. S., 37-1 ustc J 9010, 87 F. 
(2d) 123, the taxpayer leased property 
owned by it for the period from 1928 to 
2027. Advance rentals, adding up _ to 
$235,000, were received in the years 1924 
to 1927 and $68,000 in brokerage commis- 
sions was paid in those years. The Seventh 
Circuit decided that the $235,000 was tax- 
able when received but the $68,000 would 
have to be amortized over the ninety-nine 
years of the lease. 


The accrual of vacation pay was consid- 
ered by the Tax Court recently in Tennessee 
Consolidated Coal Company, 15 TC —, No. 62. 
The union contract provided for a vacation 
for each miner who had twelve months con- 
tinuous employment on June 1. The pro- 
vision would be voided if a strike took place. 
Labor turnover was about two per cent 
per annum. The court denied a partial ac- 
crual on December 31 because some of the 
employees might leave, there might be a 
strike, the rate of pay might increase, etc. 


Practical Result of Differences.—In gen- 
eral, the result of the departures from 
accepted accounting principles is the accel- 
eration of income and the postponement of 
deductions. In an era of rising taxes, most 
taxpayers eventually benefit from this treat- 
ment, although they may not appreciate that 
fact when the bill for the current tax de- 
ficiency is presented. Many taxpayers have 
learned from sad experience the traps to 
be avoided and thereafter have arranged 
their affairs accordingly. The unwary will 
still be caught from time to time. 


In 1943, a circular letter was sent to mem- 
bers of the American Institute of Account- 
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ants requesting their comments on the ad- 
ministration of the income tax. Six hundred 
replies were received. Almost all asked for 
simpler tax laws and for a new approach to 
the verification of returns. The failure to 
recognize any good faith on the part of the 
taxpayer was criticized. But the most com- 
mon complaint related to the exhaustive 
examinations of returns and the types of 
adjustments which resulted. The writers 
reported that most of the deficiencies related 
to the proper timing of income and deduc- 
tions, merely shifting the tax from one year 
to another, or to minor items which cost 
more to locate than the tax recovery. 


Conclusion.—Is it possible to adopt a new 
approach to the administration of the in- 
come tax laws? 


During the war, boards were set up to 
renegotiate and settle contracts. The work 
was completed at an early date, and appar- 
ently to the general satisfaction of all. No 
major scandals have yet developed. Best 
of all, business was able to concentrate on 
the production of goods rather than the 
production of paper work. 


Looking at the other side of the picture, 
the tax cases from World War I were re- 
ported to have been pretty well disposed of 
about the time that World War II began. 
When we consider the progress so far on 
Section 722 claims, it looks as if we can 
easily match the old record. 


The associations of business and profes- 
sional men are continually submitting to 
Congress recommendations for changes in 
the tax laws, which must add up to several 
thousand per annum. If adopted, there 
would be relief here and relief there, and 
a great deal of employment for tax experts. 
The paper work will mount higher and 
higher. More important, the tax collections 
will drop off a little, so the rates will be 
increased to provide the necessary revenues. 


We cannot expect the Treasury Depart- 
ment to produce the remedy. They have a 
staff which can be matched, as to ability 
and morale, by very few countries. We 
have given them a job to do and they are 
doing it as well as they can. The trouble 
is that we have either given them the wrong 
instructions or failed to give them the right 
instructions. 


These seem to be the questions to be 
answered: Are we going to make our tax 
administration ever more and more com- 
plicated, or are we intelligent enough to 
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devise a simple and practical method of 
assessing and collecting taxes? 


The accountants think that a large part 
of the answer can be found merely by read- 
ing the Regulations (Section 29.41-2): ‘“Ap- 
proved standard methods of accounting will 
ordinarily be regarded as clearly reflecting 
income.” 


In most cases it is futile to attempt a 
really accurate determination of taxable in- 
come. Many factors entering into the deter- 
mination reflect the exercise of judgment, 
in, for example, the valuation of inventories, 
the rates of depreciation, the line between 
capital items and repair items and the provi- 
sion for bad debts. No two men would 
reach the same answer. Usually no more 
can be said for the tax return than that the 
operating results are fairly presented, based 
on principles consistently applied from year 
to year. 


This being the case, what is gained by 
the quest for so-called accuracy in the tax 
returns? At best, a few tax dollars, pos- 
sibly a few years earlier, with a high admin- 
istrative cost for the government and the 
taxpayers, plus irritation of the taxpayers, 
and an end result still based largely on 
judgment. It may be necessary to consider 
the reasonableness of officers’ salaries, the 
application of Section 102, the presence of 
attempts to allocate fruit to a tree upon 
which it did not grow, etc. Particularly it 
will always be necessary to look for cases 
of complete failure to report income. But 
why must many hours be spent to make 
minor adjustments which merely shift in- 
come from one year to another? 


We sometimes wonder if a new approach 
to tax administration would not give a 
corresponding lift to taxpayer morale. Wé 
find evidence of this occasionally in a smaller 
community. There, mutual respect between 
the taxpayer and the tax collector seems 
to flourish more. Often the result is that, 
as the zeal of the government to collect 
the last dollar of tax diminishes, so does 
the zeal of the taxpayer to hold back that 
last dollar. 


In Helvering v. Stockholms Enskilda Bank, 
35-1 ustc J 9007, 293 U. S. 84, the Supreme 
Court observed that “The general object 
of this [revenue] act is to put money into 
the- federal treasury.” Any company or- 
ganized for profit has a similar objective 
with regard to its own treasury. But the 
most successful companies are those which 
leave a pleasant taste in the customer’s 
mouth. 
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Our present approach is an easy one, 
The detailed observance of a multitude of 
rules is always easier than the exercise of 
reason. The fact that it is easy does not 
make it the best approach. One of the 
greatest curses of modern government is 
the volume of paper work. Any opportunity 
of cutting down on that volume should be 
welcomed. 

The longer we wait before trying a new 
approach to tax administration, the more 
complacent we become and the more diffi- 
cult will be the break from tradition. Let’s 
not wait too long. 


Reasonableness Test 
for Business Expenses 


For many years the Code and the revenue 
acts have allowed a deduction for ordinary 
and necessary expenses incurred in carry- 
ing on a business, including a reasonable 
allowance for compensation. The law and 
Regulations have not stated whether expenses 
other than compensation must be reasonable 
as well as ordinary and necessary. 


The following interpretation of “ordinary 
and necessary” was given by Justice Cardozo 
in the 1933 Supreme Court decision in Welch 
v. Helvering, 3 ustc J 1164, 290 U. S. 111: 


“We may assume that the payments 

were necessary, at least in the sense that 
they were appropriate and helpful. [The 
taxpayer] . certainly thought they were, 
and we should be slow to override his judg- 
ment. But the problem is not solved when 
the payments are characterized as necessary. 
There is need to determine whether they 
are both necessary and ordinary. ... Ordi- 
nary does not mean that the payments must 
be habitual or normal in the sense that the 
same taxpayer will have to make them often. 
A lawsuit affecting the safety of a business 
may happen once in a lifetime. The counsel 
fees may be so heavy that repetition is un- 
likely. None the less, the expense is an 
ordinary one because we know from ex- 
perience that payments for such a purpose, 
whether the amount is large or small, are 
the common and accepted means of de- 
fense against attack. . The situation is 
unique in the life of the individual affected, 
but not in the life of the group, the com- 
munity, of which he is a part.” 


Briefly, Justice Cardozo said that “neces- 
sary” might mean “appropriate and help- 
ful,” while “ordinary” referred to the 
community and not necessarily to the par- 
ticular taxpayer. Nothing was said about 
reasonableness. 
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Further light comes from American Bem- 
berg Corporation, CCH Dec. 16,268, 10 TC 
361, aff'd 177 F. (2d) 200. Portions of the 
taxpayer’s plant were destroyed by cave-ins 
caused by a geological fault. The taxpayer 
then spent about $1,000,000 for underground 
supports. These expenditures were cer- 
tainly extraordinary and unusual, but they 
were held to be ordinary and necessary. 


That brings us down to 1949, and the 
decision of the Sixth Circuit in Commissioner 
v. Lincoln Electric Company, 49-2 ustc § 9388, 
176 F. (2d) 815, cert. den.’338 U. S. 949. The 
Lincoln Electric Company claimed deduc- 
tions in 1940 and 1941 for some $2,000,000 
paid for annuity contracts and a profit- 
sharing plan for its employees. The Tax 
Court had ruled that these items did not 
constitute compensation paid and the ques- 
tion thereafter was whether they were ordi- 
nary and necessary expenses. But the 
circuit court found that “ordinary and nec- 
essary’ implied a reasonableness test. The 
court said: “However, the element of rea- 
sonableness is inherent in the phrase ‘ordi- 
nary and necessary’. Clearly it was not the 
intention of Congress to automatically allow 
as deductions operating expenses incurred 
or paid by the taxpayer in an unlimited 
amount.” 

As a precedent the Sixth Circuit relied 
chiefly on*the Supreme Court decision in 
Botany Worsted Mills v. U. S., 1 uste ¥ 348, 
278 U. S. 282. That case involved a deduc- 
tion for compensation in a year before the 
reasonableness test for compensation was 
introduced into the law. The Supreme Court 
ruled: “It is clear that extraordinary, un- 
usual and extravagant amounts paid by a 
corporation to its officers in the guise and 
form of compensation for their services, but 
having no substantial relation to the meas- 
ure of their services and being utterly dis- 
proportioned to their value, are not in reality 
payment for services, and cannot be regarded 
as ‘ordinary and necessary’ within the mean- 
ing of the section.” 

In the American Bemberg case, the fact 
that expenditures were extraordinary and 
unusual did not place them beyond the pale. 
The distinguishing feature in the Lincoln 
Electric and Botany Worsted Mills cases was 
the extravagance of the expenditures. The 
moral is clear—Beware of extragavance. 


Ordinary Income v. Capital Gains 
in Disposition of Properties 


In 1951 ordinary income will be taxed at 
rates ranging up to ninety-one per cent for 
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individuals and forty-five per cent for cor- 
porations. The tax rate on long-term capital 
gains is limited to twenty-five per cent. 


Property cannot be a capital asset if it is 
“held by the taxpayer primarily for sale to 
customers in the ordinary course of his trade 
or business.” The interpretation of these 
words constitutes the principal area of dis- 
pute in the capital asset field. 


The disputes arise in connection with 
transactions in real estate and, to a lesser 
extent, in securities. In general, the gains 
of an investor in such property are capital 
gains and the gains of a dealer are ordinary 
income. The difficulty is how to determine 
whether a taxpayer is an investor or a dealer. 


Thé positions of the taxpayers and the 
Treasury on this question depend to some 
extent on business cycles. For instance, in 
the late 1920’s prices were rising and tax- 
payers had profits which they wished to 
treat as capital gains. In the 1930’s prices 
had dropped, the taxpayers were likely to 
have losses, and it was to their advantage 
to be treated as dealers so they could report 
ordinary losses. In the 1940’s the price trend 
was upward again and taxpayers are now 
seeking capital gains. The addition of Sec- 
tion 23(a)(2) to the Code by the Revenue 
Act of 1942 also affected the situation. This 
amendment permitted the deduction of non- 
business expenses relating to management 
of investments. Previously taxpayers had 
been required to prove they were in busi- 
ness in order to hawe such deductions allowed. 


The gains will constitute ordinary income 
if the property is held primarily for sale to 
customers in the ordinary course of the tax- 
payer’s trade or business. 


The word “business” implies “that one is 
kept more or less busy, that the activity is 
an occupation. It need not be one’s sole 
occupation nor take all his time. It may be 
only seasonal... one may carry on a busi- 
ness through agents whom he supervises” 
(Snell v. Commissioner, 38-2 ustc § 9417, 97 
F. (2d) 891). 


If his sales activities do not constitute a 
business, the taxpayer’s gains will be capital 
gains. The extent and nature of his sales 
activities therefore provide a test as to 
whether or not he is in business. The fol- 
lowing factors are important: 


(1) Number of sales. 
(2) Continuity of sales. 


(3) Is the taxpayer personally, or through 
his employees or agents, actively engaged in 
disposing of the property? 
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(4) Is he subdividing and improving the 
property? 

(5) Is he carrying on an advertising cam- 
paign? 
(6) Is he buying new properties for sale? 


An exhaustive discussion of the subject 
appears in the 1947 case of Boomhower v. 
U. S., 48-1 ustc § 9133, 74 F. Supp. 997. 
The following statement is made in the 
decision: 


“It would seem that to carry on a busi- 
ness conveys the idea of progression, con- 
tinuity and sustained and normally incident 
activity, and does not mean the performance 
of single disconnected acts. Continuity in 
the case of a real estate enterprise, would 
hence seem to connote that characteristic 
of the business as a ‘going concern’, as 
distinguished from sporadic activity lacking 
the studied purpose or continuing objective 
of the entrepreneur-realtor. The occasional 
purchase and resale of land by an investor 
speculating on a rise in real estate values, 
does not, in the absence of other circum- 
stances, give rise to the status of his being 
a dealer in real estate.” 


There are a number of decisions to the 
effect that a dealer may also hold investment 
property such as securities or rented real 
estate. The gains on the sale thereof would 
then be capital gains. In some cases it has 
been recognized that property originally 
bought for sale to customers subsequently 
became investment property and the gain on 
sale was a capital gain. 


Sometimes the property has been acquired 
in liquidation of an account receivable. The 
disposal of the property is incidental to the 
taxpayer’s business. He wants to convert it 
into cash just as he wants to collect any 
account receivable. These circumstances 
weigh against his being considered a dealer, 
even though his activity in disposing of the 
property may be substantial. 

A taxpayer may make some improvements 
and still retain his investor status. It is 
normal for the owner of property intended 
for sale to slick it up a little to improve its 
marketability. 


The point to be made is that, while there 
are certain guiding principles, the result ulti- 
mately depends on the facts in each case. 


Current Deduction 
of Deferred Charges 
Sometimes a taxpayer makes unusually 


large expenditures for advertising, promo- 
tion, etc., which it hopes will have a 





carry-over value to subsequent years. In pre- 
paring the tax return, should such costs be 
charged off as incurred, or amortized over 
the years when the benefits are expected to 
materialize? The question is particularly 
important in the case of young companies 
which do not have sufficient income to ab- 
sorb these expenditures currently. 


In X-Pando Corporation, CCH Dec. 15,200, 
7 TC 48, new management came in in 1937 
and incurred heavy expenses in building a 
distribution system. These expenses included 
salaries, traveling expenses, rent and adver- 
tising. A portion of such items in 1937, 1938 
and 1939 was charged off currently as being 
attributable to current business. The balance 
was accumulated in a “Business Develop- 
ment Account” until 1941 when amortization 
at the rate of twenty per cent per annum 
was begun. The Tax Court denied the 
amortization. It found that, if any asset had 
resulted from these expenditures, it was in 
the nature of good will, and good will under 
the Regulations is not depreciable. Further- 
more, there was no proof that the amounts 
charged off currently and the amounts capi- 
talized were in the proper proportion, nor 
that the asset acquired had a five-year life. 


During the excess profits tax period, some 
taxpayers were grieved because they had 
spent large sums in the base period for 
advertising campaigns. As a result, not only 
was the base period credit reduced but the 
benefits were subject to excess profits tax. 
To assuage these taxpayers, Section 733 was 
added to the Code as a relief provision, giv- 
ing an election to capitalize such items under 
rules to be provided in the Regulations. 
The price for the relief included the result- 
ing base period deficiencies. The taxpayer 
was also required to continue the same ac- 
counting method for all future years and no 
amortization of the capitalized amounts was 
permitted. It is doubtful that much relief 
resulted. 


However, the presence of Section 733 sup- 
ports the position that taxpayers who did 
not make such an election could charge off 
all advertising expense currently. This ap- 
pears to be the general policy of the Treasury. 


The extent to which the courts may go is 
indicated in Carey Machinery and Supply 
Company, Inc. v. Hofferbert, 50-2 ustc J 9421 
(DC Md.). In 1945 the taxpayer ordered a 
trade catalog from a printer, to be shipped 
in 1947. One half the cost was to be paid 
in 1945 and one half in 1947. The court 
allowed as a deduction in 1945 the one half 
due in that year, although no benefit would 
be obtained until a later year. - 
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Even the publishers are now having their 
day. Under the Revenue Act of 1950 they 
may charge off currently all expenditures to 
establish, maintain or increase their circula- 
tion, except where the business of another 
publisher is acquired. 


The new five-year loss carry-over provi- 
sion should remove to a very great extent 
the objection of young companies and others 
to charging off advertising and other pro- 
motional expenses currently. 


Consistency in Reporting Income 


According to Webster’s Dictionary there 
is a popular saying: “Consistency, thou art 
a jewel.” This sentiment is echoed by the 
Treasury several times in Regulations 111,° 
For example: 


“Sec. 29.22 (c)-2.—In order clearly to re- 
flect income, the inventory practice of a 
taxpayer should be consistent from year to 
year, and greater weight is to be given to 
consistency than to any particular method.” 
(Italics supplied.) 


“Sec. 29.41-2—A method of accounting 
will net, however, be regarded as clearly 
reflecting income unless all items of gross 
income and all deductions are treated with 
reasonable consistency.” (Italics supplied.) 


“Sec. 29.43-2.—It is recognized, however, 


that particularly in a going business of any 
magnitude there are certain overlapping 





items both of income and deduction, and so 
long as these overlapping items do not mate- 
rially distort the income they may be in- 
cluded in the year in which the taxpayer, 
pursuant to a consistent policy, takes them 
into his accounts.” (Italics supplied.) 


The emphasis placed on consistency by 
the Regulations is in accord with recognized 
accounting procedures. The standard form 
of auditor’s report sponsored by the Ameri- 
can Institute of Accountants refers to finan- 
cial statements as being prepared “in 
conformity with generally accepted account- 
ing principles applied on a basis consistent 
with that of the preceding year.” 


One application of the rule of consistency 
is in the valuation of inventories. If the 
Treasury determines that an inventory is 
incorrectly stated at the end of a year, it 
must adjust the opening inventory to the 
proper basis also. This rule has been upheld 
from Thomas Shoe Company, CCH Dec. 60, 
1 BTA 124, a 1924 case, through the 1946 
case of Eureka Fire Brick Works, CCH Dec. 
15,539(M), 5 TCM 1106. 


While consistency should be given great 
weight, taxpayers who have been consist- 
ently wrong, in the opinion of the Commis- 
sioner, will receive little sympathy from him. 
Where the Commissioner believes that in- 
ventories have been consistently wrong and 
that appropriate corrections will increase the 
tax, he may be expected to make every effort 
to assess and collect a deficiency. [The End] 





Income and Divorce 


By MIDDLETON MILLER 
Attorney 


Sidley, Austin, Burgess and Smith, Chicago 


JEW WILL DISPUTE the tax divorce 
primer begins back in 1917 with the Gould 
case." The Supreme Court there held that 
alimony is not taxable income to the wife, 
and Mr. Justice McReynolds added for good 
measure that the husband in this case 
had no deduction (his income was not 
reduced). Incidentally, these sharp, simple 
principles came in a case decided without 
written opinion by the state court and with 
a little over two pages from the occasionally 


1Gould v. Gould, 1 ustc 113, 245 U. S. 151 
(1917), 168 App. Div. 900, 153 N. Y. S. 1114. 


Third Annual Tax Conference 


maligned McReynolds. That was the basic 
law until the Revenue Act of 1942 and still 
remains the true rule if one strays beyond - 
the confines of that act. 


For convenience, it is assumed that the 
wronged wife always is the recipient and 
the erring husband is the source of the funds 
as well as the trouble. Tax concepts, of 
course, work vice versa. In fact, the Internal 
Revenue Code says so. 


2 Code Section 3797 (a) (17). 



















The present Code pattern is substantially 
this: Two sections purport to state when 
payments of the type we are discussing are 
income to the wife? A third, Section 23 (u), 
states in substance that payments made cur- 
rently by the husband and included in the 
cash income of the wife under the two wife- 
imposition sections are either deductible by 
the husband or are excluded from his gross 
income. Either way, the provision seems de- 
signed to give him income tax relief pro tanto.* 


The first of these sections, 22 (k), is long, 
complex and, superficially at least, lays down 
precise rules. In order for income taxable to 
the wife to be created, several conditions 
must all be met: 


(1) The wife must be divorced or legally 
separated under a decree.’ Support payments 
pending entry of a decree do not qualify;° 
the payments must be made after the decree. 


(2) Payments must be periodic and made 
in cash or the equivalent. 


(3) Payments must be in discharge of, or 
attributable to property transferred in dis- 
charge of, a legal obligation of the husband, 
imposed because of the marital or family 
relation. 


(4) The payment obligation must be im- 
posed or incurred under the decree or a 
written instrument incident to the divorce. 


Necessity of Decree 


That phrase “incident to the divorce” is 
a nasty one. It is simpler from a tax stand- 
point to put the provisions in the divorce 
decree and forget about the folderol of 
agreements. Have a décree and no agree- 
ment, or, if there must be an agreement, 
incorporate its provisions bodily in the decree. 


Unfortunately, some situations may not 
be disposed of so summarily. One or both 
parties may desire formal assurances prior 
to the entry of the decree. Alimony granted 


3 Code Sections 22 (k) and 171. There are six 
Code sections in all bearing on income taxes 
in connection with divorce proceedings. In 
addition to these two and the definition section 
of footnote 2, the remaining three are 22 (b) (2) 
(insurance and annuities), 23 (u) (deductions) 
and 25 (b) (3) (dependency of divorced wife). 

* House Report No. 2333, 77th Congress, 1st 
Session; Senate Report No. 1631, 77th Congress, 
2d Session, 1942-2 CB 372, 429, and 1942-2 CB 
504, 569. 

5 Questions of validity of decrees are beyond 
the scope of this article. Considerations other 
than tax will probably impose more stringent 
tests. For example, the Commissioner cur- 
rently accepts Mexican divorces. G. C. M. 25250, 
1947-2 CB 32. 

® Regulations 111, Section 29.22 (k)-1 (a), 
Example 1. 
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in a decree may be subject to revision’ and 
the parties may not desire this. So agree- 
ment difficulties must be reckoned and care 
exercised in establishing that the agreement 
is incident to the divorce. 


In Illinois an agreement to obtain or stimu- 
late a divorce is illegal* and overenthusiasm 
should be avoided in making the agreement 
incident to the divorce.® 


By far the most fruitful recent source of 
tax “divorce litigation” is on the question 
of what is incident to a decree. It is only 
fair to mention on behalf of the lawyers 
involved in these cases that the bulk of these 
agreements are pre-1942. Incorporation of 
the agreement in the decree is safest taxwise 
but not essential in order to come within 
«Section 22 (k) and shift the income tax 
burden to the wife. The accepted phrase 
is that the agreement must be “part of the 
package of the divorce.” ” Certainly, pru- 
dence dictates that the’ agreement should 
not go unmentioned in the divorce proceed- 
ing. Two recent Tax Court cases involving 
decrees in which the agreement is not men- 
tioned indicate how fine the distinction may 
be between inclusion and exclusion from 
the package. In Frank H. Short™ the wife 
testified that she did not waive her rights 
under the agreement with her husband. The 
agreement was packaged. On the other 
hand, in Joseph J. Lerner,” pointing out the 
existence of the agreement to the referee 
was insufficient. Candor compels concession 
that the time lag of a year between execu- 
tion of the agreement and the entry of the 
decree may have influenced the Tax Court 
in the latter case to hold that the agreement 
was not incident to the decree. 


Certainly one should assume the decree 
ties up the package. Agreements made after 
entry of the divorce decree are poor props. 
An ex-husband able and willing to provide 
funds for incarceration of his divorced wife 


7In Illinois, for example. Adler v. Adler, 373 
Tll. 361, 26 N. E. (2d) 504 (1940), cert. den. 311 
U. S. 670 (1940); Smith-Hurd Annotated Stat- 
utes, Chap. 40, Section 19. 

8See Shankland v. Shankland, 301 Ill. 524, 
533, 134 N. E. 67, 70 (1922). 

® Suggestions for skirting these difficulties 
from the standpoint of Illinois law have been 
offered recently by William C. Boyden, Illinois 
Bar Journal (September, 1950 Supplement), pp. 
107, 110 ff. 

10 See Cox v. Commissioner, 49-2 ustc { 9369, 
176 F. (2d) 226, 229 (CA-3, 1949). 

11CCH Dec. 17,851(M), 9 TCM 768 (1950). 

122, CCH Dec. 17,865, 15 TC —, No. 56 (1950). 
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this forcibly brought to his attention.” 


To make the agreement incident to divorce 
is not too difficult for one forewarned. It is 
an area in which taxpayers have had all the 
best of litigation with the Commissioner. 
Formalities are not emphasized; even casual 
correspondence has been held sufficient.” 
Perhaps the lawyer’s best service to his client 
in this respect is to refrain from luring the 
Commissioner into the assertion of a de- 
ficiency which the lawyer and his client have 
reasonable assurance of eliminating. 


Reason for Payment or Transfer 
of Property 


Section 22 (k) requires the reason to be 
the discharge of a legal obligation of the 
husband because of the marital or family 
relation. Alimony paid in discharge of his 
obligation to support his wife clearly quali- 
fies; but support of minor children also 
arising out of the family relationship does 
not. The express statutory language of 
Section 22 (k) so states. 


Different tax consequences—payments for 
support of children are taxable to the hus- 
band and alimony payments are taxable to 
the wife—immediately bring to mind the 
question of allocation. Specific allocation in 
the decree or incidental agreement appears 
desirable. Otherwise the order specified in 
the Regulations comes into play in this fashion. 
If there is no segregation of support, all 
payments are taxable to the wife; if support 
of children is specified, payments are allo- 
cated to the support of children until this 
requirement is completely satisfied.” 


Payments made in settlement of debts 
and property rights do not qualify.% Pay- 
ments for release of future marital rights in 
property entail gift tax considerations be- 
cause they are presently subject to attack 
on the ground that they are not made for 
an adequate and full consideration in money 
or money’s worth.” 


When one considers the welter of criteria ™ 
for apportioning payments between discharge 


13 Sharp, CCH Dec. 17,812, 15 TC —, No. 27 
(1950). 

144 Campbell, CCH Dec. 17,861, 15 TC —, No. 
52 (1950). 

% Regulations 111, Section 29.22 (k)-1 (d). 

% Regulations 111, Section 29.22 (k)-1 (a). 

1% Harris v. Commissioner, 50-1 ustc § 10,746, 
178 F. (2d) 861 (CA-2), cert. granted March 27, 
1950; E. T. 19, 1946-2 CB 166. 

’%E. T. 19, 1946-2 CB 166. 

Code Section 22 (k). 

°° Regulations 111, Section 29.22 (k)-1 (a). 


21 Senate Report No. 1631, 77th Congress, 2d 


Session, 1942-2 CB 504, 568. 
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of obligation for support and release of other 
marital rights—consideration of income, as- 
sets, life expectancies of the parties and 
other standards equally susceptible of dis- 
pute—careful segregation of what payment 
is made for which reason is indicated. 


Incidentally, the Regulations are narrower 
than the statute in specifying the reason for 
the payment. The statutory phrase is “legal 
obligation . . . because of the marital or 
family relationship.” * The Regulations de- 
mand that the payment be made “in recog- 
nition of the general obligation to support.” ” 
Some trapped husband may be induced to 
probe the validity of the restriction in the 
Regulations, but the Senate Finance Com- 
mittee report appears to lend support to the 
Regulations in this regard.” 


Form of Payment 


Initially, the statute limits payment to 
cash or its equivalent. It seems clear that 
property transfers will not suffice, but only 
the payments derived from the property 
transferred. : 


Customarily, alimony is periodic in nature 
and presents no problem as to time or dura- 
tion of payment; nor need the periodic pay- 
ments be regular in interval” or amount. 
Flexible payments—for example, a percent- 
age of gross income of the husband (a fre- 
quent contemporary arrangement) — are 
permissible.” 


Fixed-sum alimony as opposed to an “open- 
end obligation,” if it is to qualify, must or 
may be paid over a period of more than ten 
years from the date of the decree or instru- 
ment. Liberality here is the watchword. As 
long as the payments may be made for more 
than ten years, possible curtailment, as in 
the event of remarriage or death,” is per- 
missible. Note also that if the alimony obli- 
gation is founded on an incidental agreement 
antedating the divorce decree, the period may 
be less than ten years from the entry of the 
divorce decree, but not, of course, from the 
execution of the agreement.” On the other 
hand, if the amount is not fixed, the period 


22 Code Section 22 (k). 

*3 Young, CCH Dec. 16,363, 10 TC 724 (1948), 
acq. 1948-2 CB 4. 

2*But possible uncertainty of cut-off upon 
remarriage or death will not render a fixed 
sum ‘“periodic.’’ Orsatti Estate, CCH Dec. 


16,793, 12 TC 188 (1949). However, if the tax- 
able alimony obligation survives death and is 
binding upon the husband’s estate, the payments 
continue taxable to the wife. G. C. M. 25,999, 
1949-1 CB 116. 

25 See Blum v. Commissioner, 49-2 ustc § 9450, 
177 F. (2d) 670, 673 (CA-7). 
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may be less than ten years, as in the case 
of a percentage of income for five years.” 


If fixed-sum installment alimony qualifies, 
no more than ten per cent of the total is 
includible as income of the wife in any one 
year.” 


Insurance 


Disposition of insurance is a problem en- 
countered in a majority of divorces and may 
be made a form of alimony payment. Pre- 
mium payments by the husband after the 
divorce, pursuant to a divorce obligation, 
on a policy owned by the wife, are deduct- 
ible.* Variations of this result through vest- 
ing something less than absolute control of 
the policy in the wife, such as designation 
of the wife as an irrevocable beneficiary, 
primary or contingent, escrow arrangements 
and the like, would appear to depend upon 
whether the provision is regarded as the 
equivalent of cash alimony to the wife.” 
Certainly, the husband would be ill-advised to 
expect an income tax deduction through trans- 
fer of the insurance policy itself. Yet the 
ex-wife should be wary in obtaining cash 
value through exercise of an annuity option 
extending more than ten years unless she 
is willing to pay income tax on the annuity 
payments. One easily recognized practical 
solution to insurance problems of this kind 
is the increase of alimony payments on 
the assumption that the ex-wife will invest 
the additional payment in insurance upon the 
life of her ex-husband. This solution falls 
somewhat short of perfection; the husband 
has no firm assurance that the policy will 
be kept in force. The divorced wife may 
conclude that there are more entrancing 
ways to spend her taxable alimony than in 
payment of premiums. 


Trusts—Incidental and Otherwise 


So far, in consideration of Section 22 (k), 
the question of impact of taxes has been 
focused on a link with a divorce proceeding. 
The tax-shifting obligation came either from 
provisions of a divorce decree or an inci- 
dental agreement. Under Section 171, which 
deals with trust income, tax liability shifts 





irrespective of the divorce decree provision 
or intent of the parties. The fact of divorce 
alone is enough. 


The first requirement is the existence of 
a trust of which the wife is a beneficiary 
and the income of which is taxable to the 
husband prior to the divorce, irrespective of 
the time of its creation or surrounding cir- 
cumstances. A trust created with the first 
glimmer of matrimony will serve. Qualify- 
ing trusts are not hard to find, as many a 
grantor-husband has learned since the mid- 
dle thirties. In the vernacular, a Section 
166 or 167 trust (revocable, power to revest 
principal in the grantor, power in the grantor 
to use income beneficially for himself) or a 
trust athwart the multi-faceted Clifford™ 
doctrine under the various permutations 
of Section 22 (a) (retention of rights suffi- 
cient to be deemed the equivalent of owner- 
ship for tax purposes) sets the stage. If 
the wife continues as beneficiary of such a 
trust after the divorce, she, rather than the 
husband, becomes taxable on the trust in- 
come under Section 171. Even absent tax 
considerations, a divorce settlement would 
prompt careful canvass of all existing trusts. 
This possible tax sleeper is merely an added 
incentive. In the case of support for minor 
children, Section 171 contains an exemption 
from tax shift from husband to wife paral- 
leling the provisions of Section 22 (k). In- 
come of such a trust destined for support 
of minor children is still taxable to the hus- 
band by express legislative continuance.” 


Income is not the only trust divorce con- 
sideration commanding respect. Should 
trust principal be paid out in periodic fashion 
within the tests of Section 22 (k), such prin- 
cipal payments are income to the divorced 
wife.” Here is the potentiality of income 
created through divorce where none existed 
in the family group before. No case of an 
outraged wife invoking the Constitution 
against this legislative creation of income 
has yet been placed under the writer’s nose. 
Presumably, the absence of ready examples 
indicates the going appraisal of the chances 
of a successful constitutional challenge. Tying 
an annuity into a divorce decree or incidental 
agreement can also create corresponding 
income in the wife rather than conventional 
annuity taxation.” 





26 Lee, CCH Dec. 16,386, 10 TC 834 (1948), acq. 
1948-2 CB 3. 

7 Regulations 111, Section 29.22 (k}-1 (c). 

33 Stewart, CCH Dec. 15,967, 9 TC 195° (1947), 
acq. 1947-2 CB 4. 

»® Blumenthal v. Commissioner, 50-2. vustc 
{ 9363, 183 F. (2d) 15 (CA-3), aff’g CCH Dec. 
17,092, 13 TC 28 (1949); Hart, CCH Dec. 16,484, 


11 TC 16 (1948), acq. 1949-1 CB 2; compare I. T. 
4001, I. R. B. 1950-6-13313. 

%® Helvering v. Clifford, 40-1 ustc { 9265, 309 
U. S. 331. 

31 Regulations 111, Section 29.171-1 (b). 

32 Code Section 171 (b). 

33 Code Section 22 (b) (2). 
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Should the wife contribute to a trust, she 
will be taxable only on her income from the 
property contributed by her—not on prin- 
cipal distributions to her from such prop- 
erty, regardless of the periodic nature of 
the principal payment. It matters greatly, 
divorce-taxwise, who contributes to the trust. 


Deductions by Husband 


Section 23 (u) seems designed to give a 
husband deduction for cash payments made 
by him which are included in the income 
of the wife.** Like Section 22 (k), this sec- 
tion operates on the cash basis, regardless 
of whether the husband or wife files tax 
returns on the accrual basis. The Regula- 
tions® state that a transfer of property is 
insufficient for the husband to obtain the 
deduction. It should come as no surprise 
at this stage that cash is a handy divorce tool. 


The tax advantage of cash transfer appears 
in another connection. It is difficult to cre- 
ate income for a husband through a cash 
transfer prompted by divorce. Not so in 
the case of property. If property having 
a cost basis less than the value at the time 
of transfer is conveyed in satisfaction of a 
support obligation, there is authority that 
the husband realizes income on the “sale” 
discharging his obligations.® 


To illustrate in reverse the possibilities of 
divorce tax planning: Suppose a husband 
agrees incident to a divorce to create a trust 
of $110,000 from which the wife is to be 
paid $10,000 annually out of principal until 
it is exhausted. In fulfillment, the husband 
transfers stock having a cost basis of $60,000. 
Under the Commissioner’s present position 
the husband has a capital gain of $50,000 
and no deduction while the wife includes 
$10,000 a year in income. 


Income and Gift Taxes, Divorce 
and the Supreme Court 


Gift taxes, although beyond the scope of 
this resumé are ever-present in divorce con- 


*It has been suggested that an ex-wife de- 
prive her husband of the deduction by assuming 
a continental way of life after divorce and be- 
coming a nonresident alien. As deduction by 
the husband under Section 23 (u) is geared to 
inclusion in the wife’s income under Section 
22 (k), perhaps the husband’s sole defense to 
such thrust is withholding. Section 143 (b) 
requires withholding for nonresident aliens on 
“fixed or determinable . . periodical ... 
income.’’ Compare I. T. 3859, 1947-2 CB 98 
(community-property husband required to with- 
hold on noncaptive alien wife). 

% Regulations 111, Section 29.23 (u)-1. 


Third Annual Tax Conference 





siderations. Payments for support alone, 
either alimony or support of minors, do not 
now give rise to gift tax considerations.” 
Release of other marital rights frequently 
incurs gift tax liability as not made for an 
adequate and full consideration.® 


In this mildly treacherous field there is 
only one authoritative pronouncement pos- 
sibility in the offing—Harris v. Commission- 
er,” now before the Supreme Court. Hope 
rests upon the slender but not unprecedented 
possibility that the Supreme Court may find 
it expedient to offer comprehensive hints 
upon the tax nature of obligations created 
by or incident to divorce. The Harris case 
setting itself proposes a dilemma to be ap- 
preciated perhaps only by lawyers or second- 
rank medieval logicians. Below, the Circuit 
Court of Appeals for the Second Circuit 
affirmed the imposition of a gift tax on the 
excess value of property transferred by the 
wife in a divorce settlement. The divorce 
decree approved the agreement, but also 
provided that the agreement should survive 
the decree. The court of appeals conceded 
that the unfortunate wife was bound to make 
the payment both under the agreement and 
the decree. Gift tax liability was upheld be- 
cause the excess transfer was founded upon 
an agreement for an inadequate considera- 
.tion—the release of marital rights. Some 
may: regard as not completely consoling 
Judge Learned Hand’s distinction of his 
own opinion in an earlier case“ which ap- 
parently involved equivalent facts. Neither 
the Tax Court opinion nor the briefs of 
counsel in the earlier case mentioned the 
now crucial factor that the agreement sur- 
vived the decree. Certainly this is not the 
first apparent instance of contradicting tax 
impositions based upon variations of present- 
tation. 


The Supreme Court can now, if it chooses, 
explain the tax effects of payments and trans- 
fers compelled by divorce decrees. True, 
only the question of gift tax is squarely 
presented; but certainly it is not too much 
to hope that the Court’s opinion may weave 
a clue concerning the recipient’s income tax 


3% Commissioner v. Mesta, 41-2 ustc { 9768, 123 
F. (2d) 986 (CCA-3), cert. den. 316 U. S. 695 
(1942). 

31 Mitchell, CCH Dec. 14,954, 6 TC 159 (1946), 
acq. 1946-2 CB 4. 

38 KE. T. 19, 1946-2 CB 166. 

9 Cited at footnote 17. 

409 Commissioner v. Maresi, 46-1 ustc { 10,276, 
156 F. (2d) 929 (CCA-2). The Maresi case in- 
volved estate taxes but the assimilation of test 
for estate tax deductibility and gift tax imposi- 
tion in this regard is now complete. Merrill 


v. Fahs, 45-1 ustc { 10,180, 324 U. S. 308 (1944). 
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basis for the property.” Unless the opinion 
is rigidly confined, the Supreme Court might 
further guidepost income tax liability on 
court-ordered transfers. 


Lawyers’ Fees 


Perhaps it is appropriate to end on the note 
of fees. If the wife pays the fees of her 
lawyer, they are deductible to the extent 





that they are paid for services in obtaining 
income for her.” There have been instances 
when such services formed a major part of 
the services rendered her in connection with 
the divorce proceeding. On the other hand, 
if the husband pays the fees of the wife’s 
lawyer, there is no income tax deduction 
for anyone—at least on the assumption that 
they are not paid over a period of more than 
ten years. [The End] 





Disposition of Business Interests 


at Death 


By ROLAND K. SMITH 


Partner in the Chicago law firm 
of Isham, Lincoln & Beale 


TMHE OWNER of an interest in a part- 

nership or close corporation has a series 
of special problems on his hands. 
his lifetime, he wants to be protected against 
outsiders. He knows that newcomers may 
cause dissension and litigation and that the 
business may suffer or even be destroyed. 
He wants security and continuity. 


Death makes the problem acute. Usually 
when death occurs, it is desirable to sell, 
and, in many cases, a sale is forced. The 
partner or stockholder who dies first wants 
to leave as much as possible of his fair 
share of the enterprise to his family, and the 
survivors want to be protected against new 
blood which may not be their type. 


These problems can be solved by an 
agreement restricting the sale of the interest 
during life and creating an obligation to buy 
and sell at a specified price at death. Care- 
ful thought should be given to the formula 
or other means adopted for arriving at the 
price and also to whether the survivors or 
the business is to be the purchaser. An 
infinite variety of agreements is possible. 





“If a gift tax is imposed, assurance that it 
is the kind of gift for which the basis is 
controlled by Section 113 (a) (2) should not 
be scorned. Farid-Es-Sultaneh v. Commissioner, 
47-1 ustc { 9218, 160 F. (2d) 812 (CCA-2) (Sec- 
tion 113 (a) (2) not applicable for basis of 
antenuptial ‘‘gift’’). If no gift is determined, 
cost to the recipient would appear to be the 
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During. 


The conflicting considerations for selecting 
one kind rather than another are extremely 
well presented by Rabkin and Johnson in 
Volume I of Current Legal Forms with Tax 
Analysis. (See comments on Forms 1.49 and 
following, 3.62 and following and 3.75 and 
following.) 


In order to sharpen the focus, only one 
kind of agreement will be considered. It 
will be assumed that: (1) stock in a close 
corporation is involved; (2) it has been de- 
cided that a restriction should be placed on 
the transfer of shares during life; and (3) 
the estate of a deceased stockholder will be 
obligated to sell at a formula price. Con- 
sideration will be given to the question of 
whether the corporation or the surviving 
shareholders or a combination of both should 
be the purchaser, but there will be a definite 
commitment to purchase. 


Much that has been written here will be 
equally applicable to partnerships, but space 
can be saved by the avoidance of the con- 
stant qualifications which would be neces- 
sary if partnerships and corporations were 
to be discussed together. 


value of the rights relinquished since none of 
the exceptions specified in Section 113 offer rea- 
sonable molds. C. de Bourbon Patino, CCH 
Dec. 17,291, 13 TC 816 (1949), nonacq. I. R. B. 
1950-7-13320, p. 1. 

42 Gale (formerly Wimpfheimer), CCH Dec. 
17,261, 13 TC 661 (1949). 


December, 1950 @© TAXES— The Tax Magazine 


Seavert AC a 





ances 
art of 
With 
hand, 
Vife’s 
ction 
that 
than 


End] 


ting 
nely 
1 in 
Tax 
and 
and 


one 
It 
ose 
de- 
on 
(3) 
be 
on- 
of 
ing 
uld 
lite 


n- 


ea- 





Function of Such Agreements 


From the estate’s point of view, the pri- 
mary need for a buy-and-sell agreement is 
that these business interests are extraordi- 
narily difficult to value and almost impos- 
sible to sell at a fair price. Furthermore, in 
negotiating a sale, the estate will probably 
have to bargain with the survivors, who are 
the most likely purchasers. They. will have 
an intimate knowledge of what the interest 
is worth, and they will be well aware of the 
fact that the executor is forced to sell, either 
because the estate needs money for taxes 
and administration expenses or because it is 
reluctant to take the risks involved in re- 
taining the stock. Under such circumstances, 
the executor will be at a distinct disadvantage. 


On the other hand, there may be times 
when the survivors are at a disadvantage. 
Their primary aim is to keep the business 
in the hands of those who will be actively 
engaged in operating it. They do not want 
to bicker with the widow of the deceased 
stockholder. 


Estate Tax Value 


The most important by-product of such 
agreements, in addition to the setting of the 
sales price, is the fixing of a valuation for 
estate tax purposes. In point of fact, this 
result alone may be sufficient justification 
for executing one. Valuation cases are the 
dullest, the most unsatisfactory and, in view 
of the results obtained, the most wastefully 
expensive cases in the tax field. Insurance 
against a valuation case or an unhappy com- 
promise to avoid one is worth a great deal. 
However, if the agreement is to have this 
effect, there must be a restriction on the 
disposition of the shares during life as well 
as an obligation to sell at a fixed price at 
death. (Hoffman, CCH Dec. 13,638, 2 TC 
1160 (1943); Matthews, CCH Dec. 13,822, 3 
TC 525 (1944) ; Wilson v. Bowers, 1932 CCH 
STANDARD FEDERAL TAX Reports § 9214, 57 F. 
(2d) 682 (CCA-2); Lomb v. Sugden, 36-1 
ustc J 9158, 82 F. (2d) 166 (CCA-2).) 

In both the Wilson and Lomb cases, there 
was a restriction against sale during life and 
an option to the survivors to purchase at a 
specified price at death, and in both cases, 
it was decided that the option price fixed the 
estate tax value. On the other hand, in both 
the Hoffman and the Matthews cases, there 
was no restriction against sale during life, 
and in both cases, it was held that the fair 
market value at date of death was the estate 
tax value regardless of the option price. 
These holdings seem clearly right. They 
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illustrate the necessity for having a restric- 
tion on the sale or other disposition of the 
interest effective during the life of the stock- 
holder if fixing the value for estate tax pur- 
poses is one of the objectives of the 
agreement. The right to sell during life at 
a higher price than that specified in the 
agreement is fatal to this objective. A good 
deal of leeway is possible, that is, provision 
may be made for giving or leaving such 
interests to other members of the family, 
provided the restriction is binding on the 
transferees. 


Business Purpose 


While the stockholder undoubtedly has 
his own personal interests uppermost in his 
migd, it must not be concluded that these 
agreements have no business purpose. Some 
writers on the subject have assumed this 
conclusion and have predicted dire tax re- 
sults which undoubtedly would follow if 
their assumption were correct. (See “Taxes— 
Insurance—and Stockholder-Survivor Agree- 
ments,” Taxes—The Tax Magazine, March, 
1950, page 213, and the reply to this article, 
“Stock-Retirement Agreements,” TAxES— 
The Tax Magazine, May, 1950, page 423. See, 
also, Professor Pedrick’s article, “Major 
Aspects of Life Insurance in Estate Plan- 
ning,” Taxes—The Tax Magazine, Decem- 
ber, 1949, page 1143.) 


After the famous Gregory case, there was 
a lot of loose talk about “business purpose” 
which was revived (if it ever subsided) by 
the Tax Court in the Bazley case, although 
the Supreme Court on the appeal of that 
case studiously avoided making any men- 
tion of that doctrine. It can be flatly stated, 
assuming good faith, that an agreement 
which has for one of its primary purposes 
the preservation of a business has a business 
purpose. Of course the stockholders bene- 
fit from such agreements, but the fact that 
the stockholders benefit does not mean that 
the business does not. In fact, the converse 
is true. As Judge Arundell said in the Lewis 
case (CCH Dec. 16,433, 10 TC 1080 (1948)): 


“To say that a corporation, as such, can 
have motives and purposes apart from its 
stockholders, the collective group of indi- 
viduals who own it, is to indulge in meta- 
physical reasoning which has no proper 
place in such practical matters as taxation. 
And to say that what is advantageous to 
the stockholders collectively in the conduct 
of the enterprise is of no advantage to the 
corporation, is utterly unrealistic.” 


Business purpose forms the major premise 
for a number of the conclusions reached in 
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this discussion. If this premise is not valid, 
some of the conclusions reached below must 
be abandoned. 


Insurance 


The creation of an obligation to buy and 
sell at a fixed price is not enough. The 
purchaser must be financially responsible. 
Insurance in many instances is the best and, 
in some instances, the only answer. How- 
ever, the use of insurance raises a number 
of tax problems of its own, and the remain- 
der of this article is primarily devoted to a 
discussion of them. 


Insurance and Business Interests 
Included in Estate 


A number of commentators have shown 
considerable concern over the possibility of 
having both the proceeds of the insurance 
and the stock to be purchased with such 
proceeds included in the gross estate. 


The estate tax specifically reaches the 
proceeds of insurance “purchased with pre- 
miums, or other consideration, paid directly 
or indirectly by the decedent” or “with re- 
spect to which the decedent possessed at 
his death any of the incidents of ownership, 
exercisable either alone or in conjunction with 
any other person... .” (Section 811(g) (2), 
italics supplied.) If a partnership pays the 
premiums, clearly they are paid indirectly, 
if not directly, by the deceased partner. In 
the case of a close corporation, the regula- 
tions specifically state that premiums paid 
by the corporation may be attributable to a 
stockholder, where the corporation is the 
alter ego of the stockholder. The alter-ego 
approach, however, should largely be re; 
stricted to the incorporated pocketbook 
(compare Higgins v. Smith, 40-1 ustc J 9160, 
308 U. S. 473) and should not be extended 
to an active business enterprise. 


There are three cases (Dobrzensky, CCH 
Dec. 9298, 34 BTA 305 (1936); Mitchell, 
CCH Dec. 9902, 37 BTA 1 (1938), and 
Legallet, CCH Dec. 10,995, 41 BTA 294 
(1940)) and two special rulings which indi- 
cate that the government will not attempt 
to tax both the insurance proceeds and the 
stock to be purchased. 


One of the special rulings referred to was 
issued on November 24, 1947, and was signed 
by D. S. Bliss, Deputy Commissioner, and 
reads in part as follows: 


“First assume that A and B are the mem- 
bers of a partnership and that each agrees 


to purchase insurance upon the life of the 
other payable in each instance to the wife 
Of the insured. The agreement does not 
involve the disposition of the deceased part- 
ner’s interest in the partnership. In such 
case, upon the death of the first to die, both 
the insurance on his life and the full value 
of his interest in the partnership will be 
includible in his gross estate. This conclu- 
sion is supported by the decision of the Cir- 
cuit Court of Appeals for the Second Circuit 
in the case of Lehman v. Commissioner (40-1 
ustc Par. 9198), 109 Fed. 2d 99. 


“Second, assume that C and D are mem- 
bers of a partnership each owning a half 
interest. To provide for the continuance of 
the business on the death of one of the 
partners, and to provide funds with which 
the surviving partner can purchase the de- 
ceased partner’s interest, the partners en- 
tered into an agreement under which insurance 
is purchased on both of their lives, and 
at the death of the first to die the proceeds 
of the policy on his life are to be applied in 
part payment of his interest in the partner- 
ship which is to be purchased by the sur- 
vivor. In this case the life insurance and 
the full value of the partnership interest will 
not both be included in the gross estate. 
The treatment of such a case for estate tax 
purposes is exemplified by the decision of 
the United States Board of Tax Appeals in 
the Estate of John T. H. Mitchell, 37 BTA 1.” 


One commentator is nevertheless con- 
cerned because the above cases-were decided 
before the 1942 amendment to Section 811(¢), 
and he feels that the Bureau may recon- 
sider and decide that it was overly generous. 


Two general lines of argument may be 
made. The first and the preferable argument 


_is that the insurance proceeds are includible 


‘in the deceased stockholder’s estate under 
Section 811(g), because, at the very least, 
the stockholder has the right to name the 
beneficiary and that right constitutes an 
incident of ownership. However, with re- 
spect to the stock, the stockholder after 
the stock-retirement agreement is entered 
into has no property rights other than a 
kind of life estate in the stock plus a right 
to receive the proceeds of the sale at his 
death. At death, all that remains and, there- 
fore, all that is subject to tax is the sales 
price which, in this case, is the insurance 
proceeds. The situation is comparable to 
a situation where a taxpayer after reserving 
a life estate sells the remainder interest for a 
price to be paid after his death. 


The other argument is that the stock is 
clearly includible in the gross estate, since 
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the stockholder has made a transfer during 
his life and has retained the income and 
voting rights until his death. .However, the 
insurance proceeds are not includible in the 
deceased stockholder’s estate, because he 
neither paid the premiums nor had any 
incident of ownership in the policy. True, 
he has the right to designate the beneficiary, 
but, the argument goes, that does not con- 
stitute an incident of ownership. Admittedly, 
the language of Section 811(g) has a broad 
sweep, but the regulations indicate about as 
clearly as is possible without specifically 
saying so that what is meant by an incident 
of ownership is something tantamount to 
complete dominion. It must not be for- 
gotten that the purpose of the insurance 
was not to benefit the stockholder or his 
family but to fund the corporation’s obliga- 
tion. The right of the stockholder to name 
a particular beneficiary is nothing more than 
a right to name the person who is to receive 
the sales price for the stock. The conclu- 
sion, then, is that this right of the stock- 
holder does not approach being the practical 
equivalent of ownership of the policy. 


In any event, it seems quite safe to con- 
clude that the anomalous situation of having 
both the stock and the sales price subjected 
to tax will not prevail. Both lines of argu- 
ment are noted because each has a respect- 
able following. 


It may further be concluded that the stock 
should be and that the insurance proceeds 
should not be included in the estate, a point 
which the deputy Commissoner did not 
attempt to answer in the ruling quoted 
above. Oddly enough, however, if the exec- 
utor is in need of funds to pay the estate 
tax, he should pursue the beneficiary of 
the policy rather than the transferee of the 
stock. There is no basis for reaching the 
stock which is purchased for a consideration 
agreed upon by the stockholder. The bene- 
ficiary of the policy, in point of fact, is re- 
ceiving the proceeds of the sale, and the 
situation is comparable to a case where an 
estate sells stock and distributes the pro- 
ceeds to the beneficiary. In such a case, 
the executor could, of course, withhold from 


the proceeds enough to cover the estate tax 


allocable to the stock. 


If the surviving stockholders are to pur- 
chase, it may be reasonable to inquire whether 
the reciprocal-trust doctrine of the Lehman 
case will be applied where the stockholders 
take out life insurance on the lives of each 
other. The special ruling quoted above is 
a partial answer to this question. The com- 
plete answer is that the trusts involved 
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in the Lehman case are not analogous to 
survivor-purchase insurance. The insurance 
is not employed as a tax-avoidance device; 
its purpose is to fund a business obligation. 


Stock Purchase v. Stock Retirement 


The term “stock-purchase agreement” re- 
fers to an agreement where the surviving 
stockholders are to be the purchasers as 
distinguished from the term “stock-retire- 
ment agreement” which covers a situation 
where the corporation is to be the purchaser. 


What are the advantages and disadvantages 
of each type of agreement? 


If the survivors are to be the purchasers, 
a number of problems, such as the dividend, 
compensation, Section 102 and Section 115 
problems discussed below, will be avoidéd. 
By and large, purchase by the survivors is 
the safest tax route. ‘Furthermore, the sur- 
vivors will have as their basis for the shares 
purchased the amount they pay for them, 
whereas if the corporation purchases, the 
basis to the stockholders of their shares will 
remain unchanged, although after the pur- 
chase, they will have a larger interest in the 
corporation. This result is illustrated by 
the Legallet case noted above. 


However, if the corporation is to be the 
purchaser, it may pay premiums out of earn- 
ings and profits which it might otherwise 
have to distribute to the shareholders to 
put them in funds to pay the premiums. 
The avoidance of an income tax to the 
stockholder on such a dividend is one of 
the chief advantages of having the corpo- 
ration purchase. 


It is risky to have the stockholders pur- 
chase a part of the stock and the corporation 
purchase the remainder. The obstacle here 
is again Section 115(g). If the corporation 
purchases all of the decedent’s stock, the 
Regulations indicate that no dividend is in- 
volved. If the stockholders purchase part 
and the corporation purchases the balance, 
it may be claimed either that the corpora- 
tion is purchasing for the benefit of the 
surviving stockholders or that it is fulfilling 
a part of the stockholders’ obiigations to 
purchase which they are unable to fulfill. 
If circumstances require this combination, 
the agreement, at the least, should obligate 
the stockholders to complete their purchase 
before the corporation makes its purchase. 
It can then be argued that the corporation 
is buying all of the deceased stockholder’s 
stock, although the argument is rather trans- 
parent. Also, the exact number of shares 
to be purchased by each should be specified. 
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Insured Stock-Retirement 
Agreements 


When the corporation is to be the pur- 
chaser and funds its obligation with insur- 
ance, additional questions arise. 


At the outset, it should be pointed out 
that the premiums are not deductible by 
the corporation. Section 24(a)(4) provides 
that “premiums paid on any life insurance 
policy covering the life of any officer or em- 
ployee . .. when the taxpayer is directly or 
indirectly a beneficiary under” a policy are 
not deductible. 


The next problem is whether the pre- 
miums are income either by way of com- 
pensation or by way of dividends to the 
stockholder-employee whose life is insured. 
Unquestionably, there are situations where 
they should be treated either as compensa- 
tion or dividends, such as in the cases of 
Paramount-Richards Theatres, Inc. v. Com- 
missioner, (46-1 ustc J 9170, 153 F. (2d) 602 
(CCH-5)) and Emeloid (CCH Dec. 17,713, 
14 TC —, No. 148). In those cases, although 
they have been cited in a rather cavalier 
manner to damn all plans funded by insur- 
ance taken out by a corporation, the insur- 
ance was clearly to fund a personal obligation 
of the stockholders in the fulfillment of 
which the corporation had no interest. How- 
ever, as stated at the outset, agreements of 
this kind serve a very real business purpose, 
and if the corporation funds its obligation 
with insurance, the premiums cannot properly 
be characterized as either dividends or com- 
pensation. Note the disastrous results which 
can follow from a Paramount-Richards situa- 
tion—the corporation cannot deduct the pre- 
miums, the stockholder is taxed on the 
premiums either as dividend or compensa- 
tion income and the employee’s estate will 
be required to pay estate tax on the pro- 
ceeds and on the stock. 


The next question is whether the govern- 
ment can tax the purchase price, under Sec- 
tion 115(g), as a dividend. The regulations 
now say that if all of the stock of a stock- 
holder is retired so that he ceases to be 
a stockholder, the transaction will not be 
treated as a dividend. There is a distinct 
risk, however, if less than all of the stock 
is retired and precautions should be taken 
to avoid the result of a partial liquidation 
of less than all of the estate’s stock. There 
are indications that Section 115(g) is one 
of the current vogues of the Bureau. The 
spotlight was turned on it by the Wanamaker 
case and it is well to be wary, particularly 
at this time. This danger has been some- 


what minimized by the addition of a new 
subsection (3) to Section 115(g) by the 
Revenue Act of 1950. The subsection pro- 
vides that if the value of the stock comprises 
more than fifty per cent of the value of the 
net estate and the amount distributed by 
the corporation is not in excess of estate 
and inheritance taxes, such amount will not 
be treated as a dividend. 


Corporate Problems 


In Illinois, a corporation can purchase its 
own stock only out of surplus, and there is 
no guarantee that surplus will be available 
at the time of death. It may be seriously 
doubted whether the funding of a corpora- 
tion’s agreement with insurance, thereby 
earmarking the proceeds for use in paying 
the purchase price, would avoid this prohibi- 
tion. However, if there is a trust in which 
the corporation deposits the insurance poli- 
cies and the stockholders deposit their stock, 
it seems clear that if the corporation pays 
the premiums out ‘of surplus, neither a 
creditor nor a disgruntled stockholder could 
reach the proceeds. In brief, there would 
be assurance that the proceeds would be 
available to carry out the corporation’s bargain. 


Perhaps the most serious objection that 
has been advanced, in the case of a non- 
trusteed plan, is that since the corporation 
cannot fulfill its promise out of surplus, the 
agreement lacks consideration and is wholly 
void. It would appear that the use of a 
trustee would, to some extent, obviate this 
argument. 


Section 102 


A final hurdle is Section 102 which pro- 
vides a surtax upon corporate net income 
consisting of profits accumulated beyond 
the reasonable needs of the business and 
used to prevent surtaxes on its shareholders. 
The surtax is 27%4 per cent on net income 
up to $100,000 and 38% per cent on the 
balance. One sure-fire way of inviting the 
application of Section 102 is the use of 
surplus to make investments not related 
to the business, such as stocks and bonds 
of other corporations; another is the mak- 
ing of loans to a stockholder or the payment 
of his obligations. Insurance is a form of 
investment and if the insurance is not in 
furtherance of the business enterprise, Sec- 
tion 102 may be invoked. However, as 
iterated and reiterated in this discussion, 
stock-retirement agreements do serve a very 
important business purpose and benefit the 
corporation directly. Assuming a bona-fide 
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transaction, the question of degree creeps 
in. Obviously, a corporation with a large 
earned surplus and large current earnings 
and profits cannot escape Section 102 by 
devoting all of its earnings and profits in 
the current year to paying premiums on 
single-premium policies on the lives of its 
principal stockholders. Generally, single- 
premium policies or policies which will be 
paid up in an inordinately short time will 
be more suspect than straight life policies, 
but like all questions of degree, it is difficult 
to draw the line. It will be sufficient to 
say that Section 102 should not frighten any 
corporation out of a fair plan which will 
have the effect of preserving the corpora- 
tion’s life. 


Income Tax on Insurance Proceeds 


One of the most important tax points 
to be kept in mind is that under Section 
22(b)(1), “amounts received under a life 
insurance contract paid by reason of the 
death of the insured, whether in a single 
sum or otherwise .. .” are not subject to 
income tax. Thus, in a stock-retirement 
plan, if a corporation after paying only 
$5,000 in premiums on a policy, collects the 
face amount of $100,000, the $95,000 “gain” 


is not subject to income tax. 


However, Section 22(b)(2)(A) should not 
be overlooked. One sentence of that sub- 
section states: “In the case of a transfer for 
a valuable consideration, by assignment or 
otherwise, of a life insurance, endowment, 
or annuity contract, or any interest therein, 
only the actual value of such consideration 
and the amount of the premiums and other 
sums subsequently paid by the transferee 
shall be exempt from taxation under para- 
graph (1) or this paragraph.” This sentence 
was originally intended as a relief measure. 
As applied, it has the contrary effect. If 
the corporation in the above example had 
bought the insurance from the insured for 
$5,000 and the insured stockholder died before 
any additional premiums fell due, the full 
difference between the consideration paid 
and the proceeds of the policy, namely 
$95,000, would be subject to income tax. 
Great care should be exercised in this regard, 
because this immunity from income tax may 
be worth a great deal. It is dangerous when 
initiating a plan to use existing policies. 
However, it should be pointed out that the 
sentence from Section 22(b)(2)(A) does not 
apply when the transferee is the insured 
himself. (I. T. 3212, 1938-2 CB 65.) 
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An interesting question arises under this 
section when the widow is designated as 
the primary beneficiary. The corporation, 
instead of collecting the proceeds of the 
insurance, merely directs the insurance com- 
pany to make payments under one of the 
settlement options to the widow. Does this 
involve a transfer for a valuable considera- 
tion? The widow may, for example, collect 
$130,000 under a policy having a face amount 
of $100,000, and it is obviously desirable, 
if possible, to get this additional $30,000 
into her hands tax free. 


The argument might be made that nothing 
is transferred to the widow, because she 
is already designated as the beneficiary, but 
if something is transferred, it is not a life 
insurance policy or any interest therein. 


This latter argument will probably not 
prevail in view of the holding and the rea- 
soning in the case of Hall, CCH Dec. 16,874, 
12 TC 419. In that case, a widow sought to 
escape income tax liability where she had 
been named the beneficiary in insurance 
policies on her husband’s life. The policies 
had been assigned by her husband to the 
insurance company and to a bank as col- 
lateral for loans made to the husband. The 
widow beneficiary paid off these loans, and 
it was held that she had, in effect, purchased 
the insurance for a valuable consideration 
and that the portion of the proceeds allocable 
to the loans she paid off was subject to 
Section 22(b)(2)(A) treatment. 


There is, however, a further argument 
which appears sound. Granting that there 
was a transfer for a valuable consideration, 
the widow paid none of the consideration. 
It will be recalled that Section 22(b)(2)(A) 
states that “only the actual value of ... 
[the] consideration and the amount of pre- 
miums and other sums subsequently paid 
by the transferee shall be exempt from taxa- 
tion under paragraph (1) or this paragraph.” 
(Italics supplied.) The phrase “paid by the 
transferee” does not literally modify “con- 
sideration,” but it seems clear that it was 
intended to, and it is submitted that this 
section should not be strictly. construed. 
(See an excellent article on this subject by 
Gerard S. Brown, “Transfers of Life In- 
surance for Valuable Consideration,” TAXES— 
The Tax Magazine, October, 1950, page 907.) 


Assuming all three of the above argu- 
ments fail, a third may be advanced. The 
real purchaser of the insurance proceeds is 
the stockholder, the price he pays being his 
stock. Since Section 22(b)(2)(A) does not 
apply to a purchase by the insured himself, 
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the proceeds payable to the widow are en- 
titled to the immunity established by Sec- 
tion 22(b)(1). 


Gift Tax 


It might be argued that upon the exec- 
ution of a stock-retirement or stock-purchase 
agreement, each stockholder makes a gift 
of the proceeds to his widow or some bene- 
ficiary to be designated in the future. The 
Regulations (Regulations 108, Section 86.3) 
point out that the tax attaches regardless 
of whether or not the ultimate donee is 
known or ascertainable. However, the Regula- 
tions also provide that a gift is not com- 
plete if the settlor reserves the right to 
change the beneficiary. Ordinarily, this 
right is expressly reserved in these agree- 
ments, and, consequently, no gift tax is 
incurred. Even if no right is reserved, it 
would be difficult to establish that a gift 
has been completed. At the time the agree- 
ment or trust is executed, there is no way 
of knowing which stockholder will be the 
first to die. Furthermore, the stockholders 
may terminate the agreement. In short, the 
transaction does not have the finality requi- 
site to attract the gift tax. 


Use of Corporate Trustee 


The use of a corporate trustee to carry 
out the terms of a stock-retirement agree- 
ment is highly recommended. Their fees 
are moderate and well earned for the func- 
tion they perform. The disinterested trustee 
is good insurance against distasteful dis- 





putes with the widow or the executor and 
the expense and delay of possible litigation, 
A trusteed insurance plan in its simplest 
form will require the corporation to deposit 
insurance policies in a specified amount with 
the trustee, naming a beneficiary selected 
by the stockholders. The stockholders in 
turn will be required to deposit their stock 
with the trustee, endorsed in blank. During 
the stockholder’s life, dividends will be paid 
to the stockholders and they will retain full 
voting powers. On death, the trustee simply 
will turn the endorsed stock certificates 
over to the corporation and make claims 
against the insurance company, at the same 
time furnishing it with the required proof 
of death so that the insurance company 
will commence making payments under the 
mode of settlement selected. 


Conclusion 


This article has probably raised more 
questions than it has answered. However, 
if it has served as a warning that buy-and- 
sell agreements present an array of difficult 
tax problems it has, at least partially, ac- 
complished its purpose. 


Any attorney who is not experienced in 
these matters will profit immeasurably by 
studying the forms and comments of Rabkin 
and Johnson mentioned above and by read- 
ing the exceptionally instructive article by 
George J. Laikin and Leo R. Lichter, “Sur- 
vivor-Purchase Agreements,” TAxEs—The 
Tax Magazine, October, 1948, page 931. 


[The End] 





Tax Problems of Individual Investors 
By JAMES P. JOHNSON, Member, Bell, Boyd, Marshall & Lloyd, Chicago 


The assistance of David Westfall, of the Chicago bar, is gratefully acknowledged 


HIS ARTICLE is intended to explore 

some of the quirks in the tax laws en- 
countered by individuals outside their busi- 
ness activities. None of the problems are 
profound, and most of them are minor. It 
can at least be said that they are important 
to the individuals concerned. I intend prin- 
cipally to look into some of the odd corners 
of the law concerning stock exchange and 
real estate transactions. 


1244 


The first problem that may be encoun- 
tered, in point of time, is that of a trans- 
action being consummated and gain or loss 
realized. It usually becomes important only 
in two instances—when the holding period 
is almost exactly six months and when the 
transaction spills over a year-end. 


A sale of personal property is generally 
consummated when title is intended to pass. 
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This event will usually determine the begin- 


ning or end of the holding period, the time 
of realization of loss and, in the case of a 
taxpayer on an accrual basis, the realization 
of gain. A cash-basis taxpayer will not, 
however, realize gain until he has received 
or has command of something in exchange 
for his property. 


In stock exchange transactions, the day 
on which the order to buy or sell is executed 
on the floor of the exchange—the trading 
date—represents the consummation of the 
transaction. The seller’s holding period ends 
and the buyer’s holding period begins on 
that date? or, more accurately, the buyer’s 
holding period begins on the following day.’ 
The trading date likewise determines when 
a loss or gain is realized,*® except in the case 
of a gain of a taxpayer on the cash basis, 
who does not realize gain until he has actu- 
ally or constructively received the proceeds.‘ 


It is often harder to determine the time 
of consummation and realization in real 
estate transactions and private sales of secu- 
rities. It is generally stated that an execu- 
tory contract will not result in realization 
until the seller is substantially in a position 
to demand payment. A mere option is of 
course not enough. Payments to keep it 
alive will not result in income until it is 
forfeited ® and even after the option is exer- 
cised, it is still only an executory contract.® 
However, much less than a complete trans- 
fer of title and possession can be found to 
consummate a sale. The following are 
examples of actions held to be sufficient: 
delivery of either possession‘ or title * alone, 
when the title has largely been found satis- 
factory but before final approval of it and 
although the price is subject to redetermina- 
tion because of deficiencies in acreage; de- 





livery of possession with title retained as 
security for payment of the purchase price;° 
the tender of a deed, although a specific 
performance suit against the purchaser was 
subsequently required to enforce the con- 
tract.” The execution of an installment sale 
contract without delivery of either title or 
possession has even been held to result in 
consummation of the sale, although this con- 
clusion seems doubtful.” 


A cash-basis taxpayer, however, is still not 
taxable on a gain until he has received or 
has a right to receive the proceeds.” If an 
escrow agreement provides for payment on 
a certain date, he will not be taxable before 
that date even though other conditions of 
the escrow have been met.” If a portion of 
the purchase price is retained by the seller 
or set aside as security against undisclosed 
liabilities, or the like, that portion will not 
be income until released,“ but a deposit in 
escrow to secure a more or less independent 
obligation, such as a covenant against resale 
of stock, or an obligation to perform future 
services, will not postpone realization.” 


Even though a transaction has reached the 
point at which a cash-basis taxpayer would 
normally realize gain, there are situations 
in which realization is postponed. If a seller 
has received property—such as obligations 
of the buyer—which have no fair market 
value, it is the realization upon the notes by 
payment or discount, and not their receipt, 
which is taxable; the Regulations state that 
“only in rare and extraordinary cases does 
property have no fair market value.” * How- 
ever, if the note is found to have some 
market value, but less than its face value, 
and is subsequently collected, the excess 
over the market value will be taxed as ordi- 
nary income.” Occasionally, two classes of 





1 Bureau letter dated March 28, 1945. 

?I. T. 3287, 1939-1 (I) CB 138; I. T. 3705, 
1945 CB 174. 

?G. C. M. 21503, 1939-2 CB 205, and cases 
there cited; I. T. 3323, 1939-2 CB 90, modified by 
I. T. 3485, 1941-1 CB 240; Taylor, CCH Dec. 
11,646, 43 BTA 563 (1941) (acq.), aff'd 128 F. 
(2d) 885 (CCA-2, 1942). 

*I. T. 3485, footnote 3. 

5 Virginia Iron, Coal and Coke Company v. 
Commissioner, 38-2 ustc { 9572, 99 F. (2d) 919 
(CCA-4), cert. den. 307 U. S. 630 (1939). 

® Lucas v. North Texas Lumber Company, 
2 ustc { 484, 281 U. S. 11 (1930). 

? Helvering v. Nibley-Mimnaugh Lumber Com- 
pany, 4 ustc § 1254, 70 F. (2d) 843 (CA of 
D. C., 1934), on remand, CCH Dec. 8994, 32 
BTA 791 (1935). 

8 Frost Lumber Industries v. Commissioner, 
42-2 ustc § 9527, 128 F. (2d) 693 (CCA-5). 

® Commissioner v. Union Pacific Railroad 
Company, 36-2 ustc 99525, 86 F. (2d) 637 
(CCA-2). 
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10 Commissioner v. North Jersey Title Insur- 
ance Company, 35-2 ustc { 9564, 79 F. (2d) 492 
(CCA-3). 

11 Birdneck Realty Corporation, CCH Dec. 
7512, 25 BTA 1084 (1932) (acq.). 

2 Helvering v. Nibley-Mimnaugh Lumber 
Company, footnote 7. 

13 Commissioner v. Tyler, 1934 CCH Standard 
Federal Tax Reports { 9451, 72 F. (2d) 950 
(CCA-3). 

14 Stoner v. Commissioner, 35-2 ustc { 9525, 
79 F. (2d) 75 (CCA-3), cert. den. 296 U. S. 650; 
McArdle, CCH Dec. 16,714, 11 TC 961 (1948) 
(acq.). 

15 Heiner v. Gwinner, 40-2 ustc { 9663, 114 
F. (2d) 723 (CCA-3), cert. den. 311 U. S. 714; 
Chaplin v. Commissioner, 43-1 ustc { 9458, 136 
F. (2d) 298 (CCA-9). 

16 Regulations 111, Section 29.444. 


17 Culbertson, CCH Dec. 17,725, 14 TC —, 
No. 162 (1950). 7 
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stock are purchased in a package. Normally 
the cost of the package should be allocated 
between them, but if there is no market for 
either class, and no way of establishing 
relative values, the purchase will be con- 
sidered as a single unit and no gain will be 
recognized until the proceeds from sales of 
both classes exceed the total cost, and no 
loss can be claimed until all the stock is 
sold.“ Recognition of gain or loss is also 
postponed in an exchange under Section 
112(b)(1) of property held for productive 
use or investment for property of a like 
kind. Securities, among other things, are 
excepted from the section. The regulations 
are surprisingly liberal, however, in deter- 
mining what is property of like kind, per- 
mitting an exchange of city real estate for 
country real estate, improved for unim- 
proved, and a leasehold with thirty years or 
more to run, for a fee.” In spite of wide- 
spread misapprehension to the contrary, the 
section, of course, does not apply to prop- 
erty occupied as a residence. 


Finally, a seller may bring himself within 
the installment sale provisions of Section 44, 
and apportion his basis, and hence his gain, 
over the installments. There are some traps, 
worth mentioning, in this section. It has 
been held that an election to use the in- 
stallment basis must be made on the orig- 
inal return and is irrevocable.” The section 
applies only to gains and not to losses.” The 
statute requires that the initial payment can- 
not include more than thirty per cent of the 
purchase price, except in obligations of the 
purchaser. This provision has been rather 
unnecessarily interpreted as requiring that 
there be some initial payment.” There are 
even cases holding that earnest money is 
not an initial payment.” But the earnest 
money will be added to an initial payment 
made in the succeeding year when the trans- 
action is closed,™ as will all payments made 


188 Wise v. Commissioner, 40-1 ustc { 9211, 109 
F. (2d) 614 (CCA-3); Spreckels-Rosekrans In- 
vestment Company v. Lewis, 45-1 ustc { 9150, 
146 F. (2d) 982 (CCA-9); Piper, CCH Dec. 
14,850, 5 TC 1104 (1945) (acq.); Regulations 
111, Section 29.22 (a)-8. 

19 Regulations 111, Section 29.22 (a)-8. 

2 Pacific National Company v. Welch, 38-1 
ustc { 9286, 304 U. S. 191 (1938); Werner Saw 
Mill Company v. Helvering, 38-1 ustc { 9157, 
96 F. (2d) 539 (CA of D. C.); G. C. M. 7561, 
IX-1 CB 201. 

21 Martin v. Commissioner, 3 ustc { 997, 61 
F. (2d) 942 (CCA-2, 1932), cert. den. 289 U. S. 
737 (1933); Sacks v. Burnet, 1933 CCH Stand- 
ard Federal Tax Reports { 9414, 66 F. (2d) 
223 (CA of D. C., 1933). 

22 Regulations 111, Section 29.44-2. 

22 Warren National Bank, CCH Dec. 6797, 22 
BTA 759 (1931), aff'd 1932 CCH Standard Fed- 





in the year of closing.” What constitutes 
obligations of the buyer may not be entirely 
clear: I do not know, for instance, whether 
a mortgage note guaranteed by the FHA 
is an obligation of the buyer. Finally, gain 
will be realized on repossession of the prop- 
erty or on any disposition of the installment 
obligation, including a disposition upon 
death unless there is filed with the de- 
cedent’s return for the year of death a surety 
bond guaranteeing payment of tax by the 
transferees when the installments fall due. 


Problems also arise about the dates of 
transactions other than purchases and sales, 
It has been held that in a gift of stock, tell- 
ing the donee of the gift and delivering the 
certificates to the issuing company, unin- 
dorsed, with instruction to transfer the 
stock, amounted to a completed gift, as a 
delivery with the intention of transferring 
title, although the transfer was not com- 
pleted until the next year;” and the delivery 
of an uncertified check has recently been 
held to be a completed gift of cash.™ Stock 
rights are to be valued as of the record date 
of issuance, and if there is no market for 


them on that date, a peculiar formula for’ 


valuation has been evolved, based on the 
value of the stock alone.” 


Basis 


Problems of basis are apt either to be 
questions of fact, or to involve corporate 
reorganizations outside the scope of this 
article. Basis, of course, is cost adjusted for 
depreciation (whether taken as a deduction 
or not), improvements and the like, except, 
of course, that the March 1, 1913 value is 
used in the case of a gain if it is higher. 
It may be someone else’s cost if the taxpayer 
receives the property by gift, and it may 


eral Tax Reports { 9486, 61 F. (2d) 325 (CCA-3); 
Newaygo Portland Cement Company, CCH Dec. 
7993, 27 BTA 1097 (1933) (acq.), aff’d 35-1 
ustc { 9320, 77 F. (2d) 536 (CA of D. C.). 

24 Waukesha Malleable Iron Company v. Com- 
missioner, 1933 CCH Standard Federal Tax Re- 
ports {| 9542, 67 F. (2d) 368 (CCA-7). 

2 Hinig, CCH Dec. 6082, 19 BTA 1105 (1930); 
Sweet, CCH Dec. 2837, 8 BTA 404 (1927) (acq.); 
O. D. 569, 3 CB 108. 

26 Regulations 111, Section 29.44-5. 

27 Dulin v. Commissioner, 1934 CCH Standard 
Federal Tax Reports { 9289, 70 F. (2d) 828 
(CCA-6). 

2% Spiegel, CCH Dec. 16,898, 12 TC 524 (1949) 
(acq.). 

2G. C. M. 1934, VI-1 CB 35; I. T. 2474, 
VIII-1 CB 65; I. T. 2509, VIII-2 CB 78; on 
the general subject of the taxability of rights, 
see G. C. M. 25063, 47-1 CB 45. 
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be all or a portion of the cost of other prop- 
erty if the property sold was received in a 
transaction not recognized for tax purposes. 


There are, however, certain aberrations in 
what appears to be a general rule. If a loss 
is disallowed under Section 24(b) because 
the sale is made within a prohibited class, 
the purchaser does not inherit the basis of 
the seller, although in a wash sale, in which 
a loss is disallowed, the basis of the stock 
sold carries over. While a donee usually 
inherits the donor’s basis, the value at the 
date of the gift is controlling in the case of 
a loss if it is lower than the cost, and in 
the case of a gain as well if the gift was 
made before 1921. If residential property 
is converted into rental property and then 
sold, the basis in the case of a loss is limited 
to the value of the property at the time of 
the conversion.” In the case of a revocable 
trust created before 1921 by a now-living 
grantor, it is unsettled whether the trust 
takes as a basis the value at the time of 
transfer, as would an irrevocable trust, or 
takes the grantor’s basis since it is sub- 
stantially his property.“ The statute pro- 
vides that if the donor’s basis is unknown, 
the Commissioner shall ascertain the facts, 
or if that is impossible, the basis shall be the 
value at the approximate date on which the 
property was acquired by the donor.” The 
regulations under this section provide only 
that donors and donees shall preserve rec- 
ords of donated property. Caution should 
be observed in connection with securities 
received in reorganizations, by the exercise 
of rights, and the like, before 1934, since 
the basis is governed by the laws then in 
force.™ 


Section 113(a)(5) provides that property 
inherited from a decedent has as a basis the 
value at the date of his death, or at the op- 
tional valuation date, in either case pre- 
sumptively, but not conclusively, the estate 
tax value, but this section of the statute 
has not kept apace of the extensions of the 
estate tax law, and many transfers subject 
to estate tax do not result in a new basis. 
The section applies to appointed property 
only if the power of appointment is general 


% Heiner v. Tindle, 1 ustc { 299, 276 U. S. 
582 (1928); Regulations 111, Section 29.23 (e)-1. 

31 Welch v. Bradley, 42-2 ustc { 9606, 130 F. 
(2d) 109 (CCA-1), cert. den. 317 U. S. 685; 
Coursey, CCH Dec. 9222, 33 BTA 1068 (1936) 
(nonacq.). 

2 Code Section 113 (a) (2). 

83 Code Sections 113 (a) (12), 113 (a) (16). 

47. T. 2584, X-2 CB 171. 

% Carpenter, CCH Dec. 7853, 27 BTA 282 
(1932); G. C. M. 6677, VIII-2 CB 172. 

36 See the cases collected at 1950 CCH Standard 
Federal Tax Reports { 767.175 and following; 
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and is exercised. Revocable trusts are in- 
cluded, but only if the income is retained, 
and probably only if revocable by the de- 
cedent alone.* Joint tenancy property re- 
tains its original basis,” as does property 
transferred in contemplation of death. 


Occasionally, if a transaction was errone- 
ously reported in or omitted from a tax 
return, as for instance if the receipt of prop- 
erty which was properly income is not 
reported as income, the taxpayer may be 
estopped from claiming a proper basis on 
its subsequent disposition,” but the courts 
have been very reluctant to hold a taxpayer 
estopped from claiming a basis higher than 
that reported on an estate tax return, even 
though filed by the same taxpayer acting in 
a fiduciary capacity.” 


A logically insoluble problem arises if 
investment real estate is exchanged for other 
similar property. This is one of the situa- 
tions in which the basis of the old property 
continues. But suppose the relative values 
of land and building in the two properties 
is very different: How is the basis for depre- 
ciation of the building on the new property 
to be determined? 


Holding Period 


Once the basis and the dates of acquisi- 
tion and sale are determined, determination 
of the holding period is usually simple, since 
under Section 117(h) it generally goes back 
to the date the basis was established, al- 
though in the case of inherited property 
when the optional valuation date is used, 
the holding period nevertheless dates from 
the decedent’s death.® 


The holding period in the event of a gain 
may differ from the holding period if there 
is a loss, just as the basis may differ in 
the case of property received as a gift and 
sold at a loss, the holding period running 
only from the date of the gift,” but the hold- 
ing period of a residence converted to rental 
property, and then sold, dates from the orig- 
inal purchase and not from the time of 
conversion.” 


767.808 and following; 767.864 and following; 
and 697.222 and following. 

81 Northport Shores, CCH Dec. 8853, 31 BTA 
1013 (1935) (nonacq.); Rogers, CCH Dec. 8848, 
31 BTA 994 (1935) (nonacq.); Moore, CCH Dec. 
12,517-D (1942). See, however, Grubb v. U. 8., 
38-1 ustc J 9151, 22 AFTR 1219 (DC Calif., 1936). 

38 Bureau letter dated September 26, 1946. 

899 T. T. 3453, 1941-1 CB 254. 

4© Kimbell, CCH Dec. 11,077, 41 BTA 940 
(1940) (acq.); I. T. 3041, 1937-1 CB 148. 
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Most problems about holding periods in- 
volve property which has been converted 
from something else, and the question arises 
whether the same property, or two different 
kinds of property, have been held. It is 
well established that if property is pur- 
chased pursuant to the exercise of an option, 
the holding period does not include the term 
of the option.“ Similarly, in the case of 
stock acquired by the exercise of rights 
received tax free, the holding period begins 
with the date of exercise, although if the 
rights are sold and not exercised, the holding 
period of the rights includes that of the 
stock on which they are issued.“ When in- 
dividuals subscribe for stock of a corpora- 
tion to be organized and it thereafter is 
organized, the holding period has been held 
to begin with the date of organization, 
though the stock was not paid for and issued 
until later.“ But if the original agreement 
was only an agreement between the stock- 
holders to subscribe, not binding on the cor- 
poration, the holding period dates only from 
the issuance of the stock.“ In transactions 
in “when issued stock,” such as the stock 
of a corporation in reorganization, the Bu- 
reau has ruled that if a taxpayer contracts to 
buy the stock when issued and later sells 
his contract, his holding period dates from 
the purchase of the contract, but if he re- 
ceives the new stock and then sells it, his 
holding period dates only from the issuance 
of the new stock.“ In the disposition of an 
installment obligation, it is the holding 
period of the property originally sold and 
not of the obligation, or both, which controls.“ 


Sometimes there may be two holding 
periods allocable to a single sale. When two 
classes of stock, one held for a long period 
and the other just purchased, were ex- 
changed in a reorganization for a single new 
class which was then sold, it was held that 
the sale resulted in part in a short-term 
and in part in a long-term, gain, the alloca- 
tion being made on the basis of the costs 
of the two classes.” If a building is built 
on land held for some time, and the whole is 
sold immediately upon completion of con- 
struction, the building would be a short- 
term asset.* The cost of construction would 


“1 Helvering v. San Joaquin Fruit and In- 
vestment Company, 36-1 ustc { 9144, 297 U. S. 
496. 

42 Code Sections 117 (h) (5), 117 (h) (6). 

48 Bacon Company, CCH Dec. 14,752(M), 4 
TCM 868 (1945), aff'd, per curiam, 47-1 ustc 
f 9138, 158 F. (2d) 981 (CCA-9). 

4 Sommers v. Commissioner, 1933 CCH Stand- 
ard Federal Tax Reports 9161, 63 F. (2d) 
551 (CCA-10). 

4 I. T. 3721, 1945 CB 164. ° - 
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normally be the best measure of value of 
the ‘building, but if, for instance, building 
controls were imposed at about the time 
of completion, the value may have increased 
greatly. 


As I have already pointed out, the holding 
period actually begins to be counted from 
the day after the acquisition of the property 
and includes the day of sale. “There is, how- 
ever, one exception to this rule: the regula- 
tions, because of an accidental peculiarity 
in statutory language, provide that if stock 
is acquired by the exercise of rights, both 
the day of acquisition and the day of sale 
will be counted, in Chinese fashion.” This 
provision has been held not to apply to the 
exercise of an ordinary option.” 


Miscellaneous Real Estate Problems 


Deductions arising from real estate held 
for any other purpose than as a home or 
for pleasure are usually no problem, since 
they are usually at least nonbusiness deduc- 
tions under Section 23(a) (2), although ques- 
tions of fact may, of course, arise about why 
the property is held, as in the case of gentle- 
men farmers. A deduction should be allowed 
for expenses incurred in connection with 
real estate held only for appreciation, such 
as vacant property, as well as with rental 
property. Section 23(a)(2) speaks only of 
property “held for the production of in- 
come,” but the regulations under it are 
fortunately broad enough to include not only 
property held for sale at a gain, but property 
held until a loss can be minimized.” A 
deduction for depreciation should likewise 
be allowed in, for instance, the case of a 
vacant house, inherited and held for sale. 
The depreciation regulations are not help- 
ful, but the statutory provision concerning 
depreciation also uses the phrase “held for 
the production of income,” and the regula- 
tions under Section 23(a) should be applicable. 


The situation is less satisfactory with re- 
spect to deductions in connection with a 
house once used as a residence and later 
placed on the market. It has been held that 








* Rogers v. Commissioner, 44-2 ustc J 9394, 
143 F. (2d) 695 (CCA-2), cert. den. 323 U. S. 
780. 

“ Runkle, CCH Dec. 10,600, 39 BTA 458 (1939). 

4% See Dunigan v. Burnet, 3 ustc § 1115, 66 
F. a) Wi (CA of D. C., 1933); I. T. 2669, 
VITI-1 CB 158. 

49 Regulations 111, Section 29.117-4. 

5% Weir, CCH Dec. 16,412, 10 TC 996 (1948), 
aff’d 49-1 ustc 7 9190, 173 F. (2d) 222 (CA-3). 
51 Regulations 111, Section 23 (a)-15. 
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the property is not converted in business 
use until it has actually been rented or re- 
modelled for business purposes, and if it has 
only been listed for sale or rent, no deduc- 
tion is allowable for a loss upon its sale.” 
A similar conclusion has been reached as to 
deductions for expenses,” although this deci- 
sion is perhaps no longer controlling in view 
of the subsequent statute and regulations 
about nonbusiness expenses. Taxes and in- 
terest are of course deductible independent 
of use, and in the case of sale, even a cash- 
basis seller should be able to deduct all 
taxes which have become a lien against the 
property, on the theory that the buyer has 
assumed their payment as a part of the pur- 
chase price and cannot deduct them, but 
there may be some question as to whether 
the deduction is allowable to a cash-basis 
taxpayer in the year of sale or when the 
purchaser pays the taxes.“ Following 
through the theory of assumption of pay- 
ment, there should be included in the pro- 
ceeds of sale, for tax purposes, the full 
amount of the assumed taxes, and not just 
the portion prorated in the closing. 


An owner of unproductive real estate 
(whether or not improved) may, however, 
elect to capitalize taxes and other carrying 
charges. The election is not binding from 
year to year but, according to the regula- 
tions, must be made for any year by a state- 
ment attached to the original return for such 
year.” Therefore, if a taxpayer owning such 
property has no income for any year, a 
return should nevertheless be filed to take 
at least some advantage of any expenditures 
made. A similar election is available for 
carrying charges while property is being de- 
veloped or improved, but is in that case 
binding from year to year with respect to 
any particular type of charge. 


In the case of a sale, the question may 
arise whether the result is an ordinary or a 
capital gain or loss. A taxpayer who ac- 
quires real estate and then subdivides it to 
get rid of it may find himself in the busi- 
ness of selling it and therefore taxable on 
the gain as ordinary income.” Once real 
estate has acquired the status of property 
held for sale, its character probably will not 
be changed by a change in circumstances, 
even in the hands of another taxpayer.” 
On the other hand, it may be possible to 
claim a full loss under Section 117(j) even 
though the taxpayer is not in the business 
of selling real estate, if he is in the business 
of operating it as an investment.” The deci- 
sions on this question have been surpris- 
ingly liberal. 


Miscellaneous Securities Problems 


Expenses incurred in connection with in- 
vestments and investment income are, of 
course, deductible, unless they are capital 
items, under Section 23(a)(2). These in- 
clude fees for investment advice. One case 
has gone a surprising way toward permitting 
deductions of fees for “estate planning,” 
including advice concerning the creation of 
inter-vivos trusts for the taxpayer’s benefit, 
insurance and apparently even testamentary 
trusts under the taxpayer’s will, but not 
concerning the creation of a trust for tax- 
payer’s daughter or the release of powers of 
appointment,” since they did not affect tax- 
payer’s income. Similarly, though payment 
for income tax services are deductible, ex- 
penses of gift tax litigation are probably not.” 


If stock has been purchased in several 
different lots, at different times and different 
prices, and some of it is later sold, it is 
usually desirable to identify the sale with a 





52 Robinson v. Commissioner, 43-1 ustc { 9280, 
134 F. (2d) 168 (CCA-3); Rumsey v. Commis- 
sioner, 36-1 ustc J 9157, 82 F. (2d) 158 (CCA-2), 
cert. den. 299 U. S. 552; Morgan v. Commis- 
sioner, 35-1 ustc § 9243, 76 F. (2d) 390 (CCA-5), 
cert. den. 296 U. S. 601. 


88 Peck, CCH Dec. 9307, 34 BTA 402 (1936); 
Schmidlapp v. Commissioner, 38-1 ustc { 9285, 
96 F. (2d) 680 (CCA-2) (rent). 


% See Magruder v. Supplee, 42-2 ustc § 9498, 
316 U. S. 394; Cooledge, CCH Dec. 10,957, 40 
BTA 1325 (1939) (acq.); S. M. 4122, V-1 CB 55. 

55 Regulations 111, Section 29.24-5. 


% Ordinary income: Grwer v. Commissioner, 
44-1 ustc { 9293, 142 F. (2d) 363 (CCA-4) (gain); 
Beals v. U. 8., 50-2 ustc J 9411 (DC Mo.) (loss); 
Jackson, CCH Dec. 15,104(M), 5 TCM 271 
(1946); Plank, CCH Dec. 16,705(M), 7 TCM 871 
(1948). Capital gain: Fahs v. Crawford, 47-1 
ustc § 9233, 161 F. (2d) 315 (CCA-5); Farley, 
CCH Dee. 15,231, 7 TC 198 (1946) (acq.); Gruy, 
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CCH Dec. 17,172(M), 8 TCM 787 (1949). See 
also Boomhower v. U. S., 48-1 ustc {§ 9133, 74 
F. Supp. 997 (DC Ia., 1947). 


53 Metropolis Holding Corporation, CCH Dec. 
12,851-A (1942); Fischman, CCH Dec. 11,841-E 
(1941); Bureau letter dated September 7, 1943, 
1946 CCH Standard Federal Tax Reports 
| 865.061. To the contrary: Peck, CCH Dec. 
5921, 19 BTA 345 (1930) (acq.). 


8 Hazard, CCH Dec. 15,273, 7 TC 372 (1946) 
(acaq.); Thomas, CCH Dec. 15,392(M), 5 TCM 
805 (1946); Jamison, CCH Dec. 15,568, 8 TC 173 
(1947) (acq.). 

58° Bagley, CCH Dec. 15,561, 8 TC 130 (1947) 
(acq.). 

® Cobb v. Commissioner, 49-1 ustc { 9233, 
173 F. (2d) 711 (CA-6), cert. den. 338 U. S. 882 
(1949). To the contrary: Lykes v. U. 8., 49-2 
ustc § 9401, 84 F. Supp. 537 (DC Fla.) (appeal 
by government authorized) (relying on unrea- 
sonableness of gift tax assessment). 
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particular block of stock. It is a curiosity 
of tax law that the minuscule question of 
whether, and how, this can be done has been 
passed upon by the Supreme Court no less 
than four times. 


If actual certificates acquired in the sev- 
eral purchases can be segregated, the iden- 
tity of the shares sold will be established 
by the certificates actually delivered, even 
though the wrong certificates were delivered 
in error by an agent." If the certificates 
cannot be satisfactorily traced, the records 
of the transfer agent may help—and profes- 
sional transfer agents are usually courteous 
and obliging in furnishing such information. 
But the original certificates may have been 
surrendered for new certificates in connec- 
tion with a stock split-up, a partial liquida- 
tion, a reorganization, a transfer in trust or 
into a margin account or the like, or a stock 
dividend may have been received. Here 
again, transfer agents can be helpful and 
will usually issue separate new certificates 
against separate blocks of old stock, if re- 
quested. Such a procedure should be suffi- 
cient to identify stock in a split-up, a 
liquidation or a transfer, although there is 
doubt about whether identification is per- 
missible in reorganizations involving a new 
corporate entity™ or in the case of stock 
dividends.* If this is not done, it has been 
held that identification may still be made by 
entries on the stockholder’s books before 
sale, as by arbitrarily assigning the lowest 
new certificate numbers to the oldest block 
of old shares.“ 


If no identification of the shares is pos- 
sible, the taxpayer is thrown back upon one 
of two arbitrary rules. In reorganizations, 
mergers and the like, involving a change in 
corporate identity, it has been several times 
held that the cost of all the unidentified old 





stock will be averaged to determine the cost 
per share of the new stock.™ In other trans- 
actions in which identity is lost, a rule of 
first-in, first-out will be applied,* by which 
the first sale made will be presumed to be 
of the first shares purchased. The rule has 
been applied to bonds as well as stock,” 
and to nontaxable stock dividends, in the 
sense that the first dividend stock sold will 
be presumed to have been received upon the 
first old stock purchased. 


The workings of the first-in, first-out rule 
sometimes produce difficulty. In a margin 
account, for instance, some stock may be 
purchased in the account, and some may 
be deposited by the taxpayer; some may be 
withdrawn, and some sold in the account. 
Deposited stock is included in the operation 
of the rule—not, however, as of the date of 
the deposit, but as of the date of purchase 
or, if not purchased by the taxpayer, as of 
the date the basis is established. With- 
drawn stock has been held not to be “first- 
out” at the time of withdrawal, when it is 
not sold, except to the extent it may reduce 
the aggregate number of shares in the ac- 
count below the number sought to be 
assigned to the earliest lot.” 


Finally, it should be remembered that if 
a taxpayer has adopted an erroneous theory 
in sales of stock in earlier years, he will be 
estopped from benefiting by a shift to a 
correct basis in later sales.” 


Before leaving the subject of securities, 
mention should be made of the disallow- 
ance of losses between members of a pro- 
hibited group under Section 24(b) and of 
losses on wash sales under Section 118. The 
two sections have been to some extent com- 
bined, since Section 24(b) has been extended 
by Supreme Court decision to cover more 
or less simultaneous stock exchange trans- 





*1 Davidson v. Commissioner, 38-2 ustc J 9548, 
305 U. S. 44 (1938). 

8 Identification permitted: Bloch v. Commis- 
sioner, 45-1 ustc { 9230, 148 F. (2d) 452 (CCA-9, 
1945). Not permitted: Crespi v. Commissioner, 
42-1 ustc { 9369, 126 F. (2d) 699 (CCA-5); 
Arrott v, Commissioner, 43-1 ustc { 9478, 136 
F. (2d) 449 (CCA-3). See Fleischmann, CCH 
Dec. 10,833, 40 BTA 672 (1939) (acq.). 

6% Vawter v. Commissioner, 36-1 ustc { 9225, 
83 F. (2d) 11 (CCA-10). See Willock, CCH Dec. 
15,781(M), 6 TCM 487 (1947); but see Taber, 
CCH Dec. 13,762(M), 3 TCM 151 (1944). 

“ Fuller v. Commissioner, 36-1 ustc { 9058, 
81 F. (2d) 176 (CCA-1); Franklin, CCH Dec. 
9975, 37 BTA 471 (1938) (acq.); Ford, CCH 
Dec. 9244, 33 BTA 1229 (1936) (acq.); Willock, 
footnote 63; Bureau letter dated January 24, 
1944, 1944 CCH Standard Federal Tax Reports 
716130. See also Rule v. Commissioner, 42-1 


ustc { 9453, 127 F. (2d) 979 (CCA-10) (‘‘under- 
standing”’ by transfer clerk). 

%& Crespi v. Commissioner, Arrott v. Commis- 
sioner, footnote 62; Regulations 111, Section 
29.22(a)(8), incorporating Section 29.113(a) 
(12)-1, appears to be to the contrary. 

6 Helvering v. Rankin, 35-1 ustc { 9343, 295 
U. S. 123; Snyder v. Commissioner, 35-1 ustc 
7 9344, 295 U. S. 134; Regulations 111, Section 
29.22(a) (8). 

8 Stewart, CCH Dec. 5450, 17 BTA 604 (1929) 
(nonacq.). 

%& Vawter v. Commissioner, Taber, footnote 63. 

® Helvering v. Campbell, 41-1 ustc {§ 9359, 313 
U. S. 15 (1940); Forrester, CCH Dec. 8987, 32 
BTA 745 (1935). 

7% Foley v. Commissioner, 38-1 ustc { 9060, 94 
F. (2d) 958 (CCA-3), cert. den. 305 U. S. 615. 

71 Hanes, CCH Dec. 12,997(M), 1 TCM 634 
(1943). 
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actions by a husband and wife,” and Section 
118 has been extended to colorable, but 
not to bona-fide, sales and purchases by 
different taxpayers.” There is a trap in both 
sections: in simultaneous transactions in- 
volving several lots of the same stock under 
Section 118 or several different securities 
under Section 24(b), the losses have been 
disallowed and the gains taxed.“ 


Other Problems 


Some mention should be made of income 
tax problems in connection with annuity 
contracts. Under a true annuity contract, in 
which an insurer agrees to make payments 
measured by a lifetime, Section 22(b)(2) 
provides that the excess over three per cent 
of the consideration received in any year is 
exempt from tax, until the cost is recovered, 
and that the three per cent is taxable, as is 
the whole of payments received after the 
cost is recovered. This should be true even 
though the contract also provides in addi- 
tion for payments for a minimum term 
certain. But if the contract is only for pay- 
ments for a term certain, it is not a true 
annuity; there will be no tax until the cost 
is recovered, and the whole of payments 
received thereafter will be taxable.” Under 
so-called endowment contracts, if upon ma- 
turity of the policy the insured receives a 
lump-sum payment of the proceeds, the 
excess over his cost is taxable as ordinary 
income,” except in the case of government 
insurance policies, which are exempt.” 
Such contracts usually provide for the elec- 





tion of optional modes of settlement. If an 
election is made after the policy has ma- 
tured, the insured is still taxable as if he 
had received a lump-sum payment™ and 
the same is true if he makes an election be- 
fore maturity to receive only interest pay- 
ments but retains the right to draw down 
the principal.” But if the election is made 
when the policy is taken out or before ma- 
turity,” no tax will be immediately payable. 
If an annuity option is selected, payments 
will be taxed under the annuity rule; if a 
term certain is selected, there will be no 
tax at all until the cost is recovered. 


Finally, for the sake of completeness, de- 
ductions for casualty losses under Section 
23(e) should be discussed. It is well estab- 
lished that the amount of the loss is limited 
to the value of the property immediately 
before the casualty™ and is allowable only 
to the extent not covered by insurance. The 
statute expressly permits deductions for 
losses by fire, theft, storm or shipwreck 
(and it is worth remembering that such 
things as trees and bathing beaches can 
be damaged by storm). The statute also 
refers to “other casualty.” The courts have 
felt that the word “casualty” implies some 
sort of suddenness, and have disallowed 
losses for the destruction of a house by 
termites;™ the loss of a ring from a finger, 
even though it slipped into muddy water 
while the taxpayer was duck hunting;® and 
the death of a horse two weeks after swal- 
lowing a silk hat lining, although the Board 
indicated that if the cause of death had been 
proved, it would have allowed the loss.™ 


[The End] 





TATE TAX COLLECTIONS have more than doubled in the last ten years. 
These collections amounted to an all-time high of $9 billion during the 1950 fiscal 


year. 
income tax collections. 


Recent census figures have disclosed huge increases in sales, use and 
Income tax collections, both corporate and personal, 


evidenced the largest rise. These increases are indications of our prosperous 
times and of the high consumer income and spending. 


72 McWilliams v. Commissioner, 47-1 ustc 
1 9289, 331 U. S. 694. 

% Loss allowed: Commissioner v. Johnston, 
40-1 ustc § 9108, 107 F. (2d) 883 (CCA-6, 1939); 
Young, CCH Dec. 9420, 34 BTA 648 (1936) 
(nonacq.); Fawsett, CCH Dec. 8692, 31 BTA 139 
(1934) (acq.). Loss disallowed: Mitchell, CCH 
Dec. 9923, 37 BTA 161 (1938). 

%1I. T. 3334, 1939-2 CB 180 (Code Section 
24(b)); I. T. 1353, I-1 CB 150 (Code Section 
118). 

% Thornley, CCH Dec. 13,301, 2 TC 220 (1943) 
(aecq.), rev'd on another issue, 45-1 ustc { 9139, 
147 F. (2d) 416 (CCA-3); Regulations 111, Sec- 
tions 29.22(b)(2)-1, 29.22(b) (2)-2. 

7% Avery v. Commissioner, 40-1 ustc J 9405, 111 
F. (2d) 19 (CCA-9). 

™ 1. T. 3294, 1939-2 CB 51. 


Third Annual Tax Conference 





%T, T. 3963, 1949-2 CB 36. 

7” Blum v. Higgins, 45-2 ustc { 9343, 150 F. 
(2d) 471 (CCA-2). 

87. T. 3963, 1949-2 CB 36; I. T. 2635, XI-2 
CB 63 (1932); Frackelton, CCH Dec. 12,493, 
46 BTA 883 (1942) (acq.). 

81 Helvering Vv. Owens, 39-1 ustc { 9229, 305 
U. S. 468 (1939). 

8 U, 8S. v. Rogers, 41-1 ustc § 9442, 120 F. (2d) 
244 (CCA-9), modified in other respects, 41-2 
ustc { 9627, 122 F. (2d) 485; Fay v. Helvering, 
41-2 ustc { 9494, 120 F. (2d) 253 (CCA-2); 
Davis, ‘‘Entomological Note—Subject: Moths, 
Termites and Other Internal Revenue,’’ TAXES 
—The Tax Magazine, May, 1940, p. 407. 

83 Stevens, CCH Dec. 15,907(M), 6 TCM 805 
(1947). 

84 McMorran, CCH Dec. 10,628-E (1939). 
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Section 291 (a) . . . Jan., p. 33. 
Section 293 (a) . . . Feb., p. 111. 


Section 721 . .. Feb., p. 130; Mar., p. 261; 
Oct., p. 942. 


Section 722 ... Dec., p. 1221. 
Section 811 . . . Sept., p. 825. 


Section 1346 . . . Jan., p. 59. 
Section 3466 . . . Feb., p. 133. 
Section 3467 . . . Feb., p. 133. 


Section 3614... Dec., p. 1211. 
Section 3615... Dec., p. 1211. 


Section 3653(a) « Oct., p. 959. 
Section 3748 . . . Jan., p. 53. 
Section 3761 . .. May, p. 427. 
Section 3772(e) . . . Feb., p. 139. 


Securities Dealers and the Benefits of Sec- 


tion 117. Aug., p. 769. 
Securities in Section 112(b). <Apr., p. 315. 


Seghers, Paul D.—Protests and Claims for 
Refund. Mar., p. 254. 


Seidman, J. S—What to Do About Sec- 
tion 102. July, p. 678. 


L. William—Divorce and Gift 
Feb., p. 105. 


Seidman, 
Taxes. 


Should We Penalize Voluntary Disclosures? 
Jan., p. 39. 


Simons, Gustave—Thirty Questions and 
Answers on the New Law Regarding Tax- 


Exempt Corporations. Nov., p. 1029. 
Sisto Financial Corporation, Commis- 
sionerv.... / Apr., p. 315. 


Smith, Roland K.—Disposition of Business 
Interests at Death. Dec., p. 1238. 


Smith, Turner L.—Policies and Procedure 
in Income Tax Fraud Cases. Aug., p. 761. 


Smith v. Commissioner . . . May, p. 415; 


Sept., p. 867. 
Specimen Estate Plan, A. Aug., p. 733. 


Spiegel Estate v. Commissioner .. . Jan, 
p. 63; Feb., p. 115; Mar., pp. 221, 235; 
July, p. 682. 


Spilky, Abraham H, 
Depreciation Based on Current Cost. 
Mar., p. 249. 
“Reasonable Cause” as an Excuse for 
Delinquent Filing. Apr., p. 325. 
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Spinney, William R.—A Marital-Deduction 
Trust Nontax-Formula Will Clause. Sept., 
p. 855. 


Spin-Off That Spun Off, The. Nov., p. 1021. 


Sporadic Income: A Solution. Mar., p. 229. 


Stambaugh, John F. Y.—Tax Accounting 
Problems of a Landowner’s Oil and Gas 
Lease. Oct., p. 945. 


Standard Nut Margarine Company, Miller 
Wena: « WEL, Se. 


Stanton Brewery, Inc. v. Commissioner 
...Apr., p. 336; June, p. 534; Aug., p. 765. 


State Taxation 
Acceptance of the Indiana Gros¢:-In- 
come Tax, The. May, p. 445. 
1949 Developments in 
Taxation. May, p. 445. 
West Virginia Inheritance and Transfer 
Taxes. July, p. 699. 


Pennsylvania 


State Taxation of Foreign Corporations. 
Sept., p. 819. 


Statute of Limitations in Criminal Tax Case 
...Jan., p. 53; July, p. 609. 


Steinel v. Commissioner... May, p. 439. 


Stevens, William K.—Barred Estate Tax 
Refunds. Mar., p. 231. 


Stifel, Nicolaus & Company, Inc. 
Aug., p. 769. 


Stock-Retirement Agreements. May, p. 423. 


Stockholder-Survivor Agreements 
Mar., p. 213. 

Stockholders, Advances by Nov., 
p. 1049. 


Stoy, John M.—Accounting Theory and 
Taxable Income. May, p. 442. 


Subsidiaries of English Parent Companies 
Oct., p. 955. 
Suing the Collector. Feb., p, 139. 


Sun-Herald Corporation v. Duggan ... 
Sept., p. 847. 


T 


Tannenbaum, Abraham—Sale of a Business 
to a Charity. Aug., p. 723. 


Tax Accounting Problems of a Landowner’s 
Oil and Gas Lease. Oct., p. 945. 


Tax Advantages of Gifts. Nov., p. 1036. 
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Advice 

“Reasonable Cause” as an Excuse for 
Delinquent Filing. Apr., p. 325. 

What Is Competent Tax Advice? Jan., 
D: Sd. 


Considerations in Dealing in Oil and 
as. Dec., p. 1202. 


Court Commissioners. May, p. 413. 


-Exempt Corporations Nov., 
1029. 
» Forms 

“Washington Tax Talk.” Mar., p. 199. 
When You Sign That Return. Nov., 


p. 1077. 
«Free Exchanges. Aug., p. 773. 


Laws, Basic Principles Underlying 
. . July, p. 653. 


Legislation and Treasury Policy. Mar., 
235. 


Liability of the Recipient of a Disal- 
ved Business Deduction, The. Sept., p. 


Planning for Americans Working in 
reign Lands. Sept., p. 861. 


Problems of Individual Investors. 


Dec., p. 1244. 


Tax Problems of Revocable Trusts. 
p. 1187. 


Tax Recollections. 


Dec., 


Aug., p. 738. 


Tax Refund Counterclaims and _ Setoffs 
Against the United States Government in 
Actions in the District Courts. Jan., p. 59. 


Tax Revision in Japan. June, p. 526. 
July, p. 667. 
oat ew ER OM 


Tax Savings. 
Tax Treaties 


Tax Treatment of Advances by Stockhold- 
ers. Nov., p. 1049. 


Taxation of Foreign Subsidiaries: The Doc- 
trine of Control by English Parent Com- 
panies. Oct., p. 955. 


Taxation of Income in Blocked Currency. 
May, p. 477. 


Taxes Are in High Gear for Motor Carriers. 
Sept., p. 857, 


Taxes — Insurance — and Stockholder-Sur- 
vivor Agreements. Mar., p. 213. 


Technical Changes Act Mar., p. 231. 


Thirty Questions and Answers on the New 
Law Regarding Tax-Exempt Corpora- 
tions. Nov., p. 1029. 


Annual Index 


Tolling the Statute of Limitations in a Crim- 
inal Tax Case. Jan., p. 53. 


Tolling the Statute of Limitations in a 
Criminal Tax Case: A Supplement. July, 


p. 609. 
Tower, Commissioner v. . . . June, p. 551. 


Trading with the Enemy Act... 
p. 485. 


Transfers of Life Insurance for Valuable 
Consideration. Oct., p. 907. 


Transfers to Take Effect in Possession or 
Enjoyment on Death. Mar., p. 221. 


Trends in Federal Estate and Gift Taxes. 
July, Pp. 682. 


Trinidad v. Sagrada Orden de Predica- 
dores ... Aug., p. 723; Sept., p. 847. 


May, 


Trusts 

Artful Dodger Trust Faces Life and 
Looks at Death, The. Dec., p. 1151. 

Inter-Vivos Trust for a Minor, The: Its 
Estate Tax Aspect. Sept., p. 825. 

Irrevocable Trusts. Feb., p. 115. 

Tax Legislation and Treasury Policy. 
Mar., p. 235. 

Tax Problems of 
Dec., p. 1157. 


Turks Head Club v. Broderick .. . 
p. 321. 


Revocable Trusts. 


Apr., 


U 
Universal Oil Products Company v. Camp- 
bell . . . Aug., p. 723; Sept., p. 847. 
Unusual Accounting Questions. Dec., p. 1227. 


Uptown Club of Manhattan v. U.S... . 
Apr., p. 321. 


Using Inter-Vivos Gifts in Estate Planning. 
Dec., p. 1147. 
V 


Valuation 
Devaluation Revalued. Apr., p. 365. 


Federal Estate Tax Valuation of Family 
Corporation Stocks. Nov., p. 1031. 


Van Tuyl, E. Everett . . . Aug., p. 769. 
Voluntary Disclosures... Jan., p. 39; Nov., 
p. 1071. 
Ww 


Waldo, C. Ives, Jr.—Liquidating a Share- 
holder’s Interest in a Closely Held Corpo- 
ration. Dec., p. 1162. 
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Wall v. U. S. ... Dec., p. 1162. 


Webster, Martin H.—Section 145(b) and 
Prior Accumulated Funds. Nov., p. 1065. 


Weisbard, George L.—Taxes Are in High 
Gear for Motor Carriers. Sept., p. 857. 


Weisman, U.S. v.... Jan, p. 39. 
Weiss, Bernard—Who Pays the Tax on 
Over-Ceiling Payments? July, p. 606. 


Wells, H. Gilmer and Gilpin, E. Roy—In- 
ternational Double Taxation of Income: 
Its Problems and Remedies. Jan., p. 9. 


Werntz, William W.—The Influence of 
Changing Tax Rates on Accounting and 
Auditing Procedures. July, p. 658. 


West Virginia Inheritance and Transfer 
Taxes, July, p. 699. 


What Is Competent Tax Advice? 
p. 33. 


What to Do About Section 102. July, p. 678. 


Jan., 


What to Prove in a Section 721 Case. Oct., 
p. 942. 
When You Sign That Return. Nov., p. 1077. 


Who Pays the Tax on Over-Ceiling Pay- 
ments? July, p. 606. 


City Tax Calendar . 


January 1—Alabama: Birmingham retail 
and wholesale dealer gross receipts tax 
reports and payment due. 

January 15—Arizona: Phoenix business priv- 
ilege tax reports and payment due. Colorado: 
Denver sales tax reports and payment 
due. Michigan: Detroit property tax 
semiannual installment due. Pennsylvania: 
Scranton employer withholding tax re- 
ports and payment due. Washington: 
Seattle occupation tax reports and pay- 
ment due. 

January 20—Louisiana: New Orleans sales 
and use tax reports and payment due. 
New York: New York City sales and 
use tax reports and payment due. — 


January 25—Pennsylvania: Philadelphia real 
property tax due. 

January 30—Pennsylvania: Philadelphia in- 
come tax reports and payments on wages 


Wier Long Leaf Lumber Company .. , 
June, p. 534; Sept., p. 845. 


Wikel, Peter James—Profit Without Tax- 


ation. Nov., p. 1080. 
Willcuts v. Bunn . . . Nov., p. 1098. 
Winter & Company, Inc. . - June, | 


p. 534; Sept., p. 845. 


Wissahickon Tool Works, Inc., U. S. vy. 
coe FR, DR 


Withholding Tax Agents, Effects of Seizure 
of Enemy-Owned Property on 
May, p. 485. 


Wolder, Victor R. 
Tax Recollections. Aug., p. 738. 


Tax Refund Counterclaims and Setoffs 
Against the United States Govern- 
ment in Actions in the District Courts. 
Jan., p. 59. 


Wolfram, Harold W. 








f 


) Januar 


Tolling the Statute of Limitations ina | 


Criminal Tax Case. Jan., p. 53. 


Tolling the Statute of Limitations in a | 


Criminal Tax Case: A Supplement. 


July, p. 609. 


Wolkstein, Harry W.—Section 101(6). Sept., 
p. 847. 


and salaries not withheld at source due. 
Utah: Provo merchant and retailer tax 
reports and payment due. 


January 31—California: Los Angeles sales 
tax reports and payment due; Oakland 
sales and use tax reports and payment 
due; San Francisco purchase and use tax 
reports and payment due. Kentucky: 
Louisville income tax withholding agent 
payment due; Louisville employer in- 
come tax reports due (last day). Ohio: 
Columbus employer withholding returns 


due; Toledo employer quarterly with- | 


holding reports and payment due; Toledo 
employer annual withholding reports due. 
Pennsylvania: Philadelphia employer an- 
nual income tax information reports due. 
Utah: Ogden privilege license tax reports 
due. 
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January 15 
Due date for final payment of 1950 esti- 


iad Be: 





mated tax by individuals on calendar- 
year basis who have previously made 
declarations. Complete payment required 
by calendar-year individuals other than 
farmers who for the first time are re- 
quired to make declarations. Individu- 
als other than farmers may, instead of 
filing an amended declaration or a first 
declaration for 1950, file a 1950 return 
and pay the balance of tax due in full 
on or before January 15. Farmers on 
calendar-year basis have the option of 
declaring and paying the 1950 estimated 
tax on or before January 15 or of filing 
a final return on or before January 31. 


Due date, by general extension, of returns 


for the fiscal year ended July 31, 1950, 
in the case of (1) foreign partner- 
ships; (2) foreign corporations which 
maintain offices or places of business 
in the United States; (3) domestic cor- 
porations which transact their business 
and keep their records and books of 
accounts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American citi- 
zens residing or traveling abroad, in- 
cluding persons in the military or naval 
service on duty outside the United 
States. (Regulations 111, Section 29.53- 
3(a).) Forms: (1) Form 1065; (2)-(4) 
Forms 1120; (5) Form 1040. 

Due date, by general extension, of non- 
taxable returns for fiscal years ending 
August 31, 1950, in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. (Regulations 111, 
Section 29.53-3(b).) 

Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for December. Form 957. 

Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 


ceding month, with statement showing 


stamps on hand at beginning and end 


January 31 
Due date for return for 1950 and payment 








of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 





of tax in full by farmers on calendar- 
year basis who elected not to file a 
declaration of estimated tax for 1950 on 
or before January 15. [Due date of 
return for calendar year 1950 by farmers 
who filed a declaration of estimated tax 
on or before January 15 and paid such 
tax is March 15, the same as for other 
individuals on a calendar-yvear basis. ] 


Returns for excise taxes due for Decem- 


Forms 726, 727, 728, 728(a), 729, 


ber. 


932. 


Employers’ quarterly returns and _ pay- 


ment (by depositary receipts of cash) 
of the following taxes for the last quar- 
ter of 1950: (1) employees’ tax with- 
held under Code Section 1401, (2) 
employers’ tax under Code Section 1410 
and (3) the income tax on wages with- 
held under Code Section 1622. With 
respect to such taxes for December, 
the employer may either include with 
his return (Form 941) direct remittance 
to the collector or attach to such return 
a depositary receipt for the amount 
validated by a Federal Reserve bank. 
If, and only if, the return on Form 941 
is accompanied by depositary receipts 
(Form 450), showing timely deposits, in 
full payment of the taxes due for the 
entire third quarter, the return may be 
filed on or before February 10. (Regu- 
lations 116, Sections 405.601 and 405.606.) 
The final quarterly return for the fourth 
quarter of 1950 must be accompanied 
by (a) the triplicate of each withholding 
receipt (Form W-2a) furnished employees 
during the past year and (b) Form W-3 
(Reconciliation of Quarterly Returns 
of Income Tax Withheld on Wages). 


Quarterly returns of tax withheld at source 
under Code Sections 143 (tax-free cov- 
enant bonds, nonresident aliens) and 

144 (nonresident foreign corporations). 

Forms 1000, 1001 and 1012. 
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Other Helpful, Sn formative 
CCH P. +! 


You may also be interested in: 


¢ LABOR LAW JOURNAL, 


monthly, at $6 a year. 


© The INSURANCE LAW JOURNAL, 
monthly, at $10 a year. 


¢ FOOD DRUG COSMETIC LAW JOURNAL, 
monthly, at $10 a year. 


Sample copies on request. 


All published by 


sz , 3 . AN » “ a 
COMMERCE) CLEARING HOUSE, ING, 
PUBLISHERS OF T@PICAL LAW REPORTS 
214 NORTH MICHIGAN AVENUE, CHICAGO 1, ILLINOIS 
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